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A Study of Home Inspection and Warranty Programs 


The U.S. Department of Housing and Urban Development (HUD) is 
currently responsible for correcting serious housing defects discovered 
in certain types of previously occupied houses insured by the Federal 
Housing Administration (FHA) . In debate over extensions of this 
responsibility during consideration of the Housing Authorization Act 
of 1976, Congress was uncertain as to the need for, or interest in, 
e^anded protection for buyers of existing houses. As a result. Section 
9 of the Act incorporated a mandate to the Secretary of Housing and 
Urban Development to conduct a study to investigate the need for, 
cost and feasible structure of a national home inspection and warranty 
program, ’’i/ 

In response to this mandate, HUD contracted with Mathematica 
Policy Research, Inc. (MPR) to carry out a study of Home Inspection and 
Warranty Programs. The study conducted by MPR involved three major 
data collection efforts: 

(1) A review of the current status and projected growth 
of private and public programs in the Home Inspection 
and Warranty (HIW) field, including collection of data 
on claims e:xperience and administrative costs ; 

(2) A random national telephone survey of 1,819 homeowners 
who purchased previously occupied houses since Novem- 
ber 1976, to determine how likely the respondents 
would be to purchase several alternative HIW program 
options ; and 

(3) A second random national telephone survey of 1,814 
homeowners who purchased previously occupied houses 
about two years prior to the survey, to determine the 
incidence of housing defects and the costs of repair. 

Separate analyses of each data set were conducted, as well as an integrated 
analysis designed to identify potentially feasible national HIW program 
options . 


^ The mandated study was directed specifically toward existing 
houses with FHA mortgage insurance. The Conference Report also 


entered the field since 1970. Within the past year, a number of thei 
firms have joined to form the National Home Warranty Association. 

There are two major types of HIW programs offered by differei 
firms. One type provides a detailed inspection of and report on the 
condition of the house prior to sale, with an option to purchase a 
warranty on major structural and mechanical elements of the house wh: 
are found to-be in satisfactory condition. This type of program is i 
primarily to buyers. The National Association of Realtors (NAR) has 
approved a number of such plans offered by various firms in the fiel( 
and has promoted their use by its members. 

The second type of HIW program provides a repair service nor- 
mally covering the mechanical systems of the house and major applian( 
with at most a limited inspection. Such plans are purchased primari! 
by sellers of houses, although they are also marketed to buyers. 

Currently, the major firms offering the repair service-type 
of program appear to be considerably larger than the inspect ion-type 
firms (in terms of number of policies in force) , and to be growing a1 
a faster rate. However, firms of both types are projecting continuec 
growth in the absence of any new governmental or legal actions which 
might interfere with their markets. 

In general, existing public^ inspection or warranty-type progj 
are significantly different in scope and intent from the private HIW 
plans. A number of local governments have established mandatory pres 
inspection prograuns within their jurisdictions. None of these progrs 
involves any warranty of the house following the sale. The federal 
government, under Section 518 of the National Housing Act, provides i 
certain FHA homeowners a program which authorizes reimbursement for 
repairs of serious defects found after the sale of a previously occuj 
house if the defects could reasonably have been identified by a prop€ 
inspection. 

Demand for HIW Programs 

Estimates of demand by home buyers were made for the followir 
five potential HTW plan options; 

(1) A one-year warranty, with a $100 deductible, covering 
only structural components of the house which pass a 
limited inspection. (Initial price tested — $75) 

(2) A detailed inspection and one-year warranty plan with a 


option (2). (Initial price tested — ?26D} 


(4) A detailed inspection and one-year warranty, with a 
$100 deductible, covering structural components, 
mechanical systems, aind major appliances. ^Initial 
price tested — $275) 

(5) A one-year repair service for major mechanical systems 
and major appliances , with no inspection. Repairs are 
made by a representative of the warranty firm and 

cover all costs greater than $50. (Initial price tested — 

$ 200 ) 

In general, demand among all home buyers is quite low for all of 
the tested HIW program options. At the prices indicated, no option would 
be expected to be purchased by as many as 10 percent of all home buyers. 

There are no significant differences in demand between FHA and non-FHA 
homeowners, in spite of sizeable differences in such characteristics as 
age of head, family income, price of house, and age of house. 

The second and fifth options correspond to the two major types 
of HIW programs currently sold by private firms. At the initial tested 
prices, which correspond to the market prices for these two plans, 
the inspection plan (2) is demanded by about 5 percent of all home 
buyers, while the repair service plan (5) is demanded by only 2 percent 
of home buyers. This pattern contrasts with the relative success of the 
private firms offering these plans. In part, this contrast may be 
due to the fact that the repair service plans are most frequently sold 
tp house sellers rather than buyers. 

Demand is quite sensitive to price for all options. Price 
sensitivity was tested by estimating demand for each option at prices 
above and below the initial price. Increasing the price of each option 
by about one-third sharply reduces demand in all cases. Reducing the 
tested prices by the same amount would increase overall demand, in some 
cases, to as high as 20 percent of the respondents. This price sensitivity 
makes the relative ranking of the options highly dependent upon the price 
levels chosen. for the comparison. However, at realistic prices of ongoing 
programs, determined in the analysis of feasible HIW programs, which 
identified prices that cover all costs, the two-year plan covering structural 
and mechcinical systems is clearly the preferred option. It would be 
demanded by about 11 to 12 percent of all home buyers. No other plan would 
be demanded by more than about 9 percent of the respondents. 

A look at the preferences of home buyers for specific features 



of HIW programs largely reinforces the conclusions of the analysis 
demand for the overall program options. In general/ plans with in- 
spections are preferred to plans without inspections. Home buyers 
prefer coverage of structural and mechanical components of their 
houses to coverage of appliances; they prefer multiyear plans to 
single-year plans; and they prefer to arrange their own repairs rat 
than have an HIW firm send someone to make the repair. 


3. Incidence and Costs of Housing Repairs 

The majority of homeowners do not experience a major (costi 
over $100 to repair) unexpected repair problem during the first twc 
years in their homes. Fifty-two percent of FEA homeowners and ovei 
percent of non-FHA homeowners report no such problems. Only 12 pei 
of non-FHA and 23 percent of FHA. homeowners experience TOre than or 
major problem during these two years. When repair problems do occi 
the great majority occur during the first year after purchase of tl: 
home. Eighty percent occur in the first year; 55 percent take plac 
in the first six ironths. 

Problem rates among FHA- insured houses are consistently hie 
than the rates among non-FHA houses. This probably reflects the fa 
that FHA homes are more likely to be located in urban areas and ole 
declining neighborhoods. Problem rates increase significantly with 
the age of the house; houses more than ten years old are more than 
twice as likely as newer houses to have some repair problems. 

Structural and mechanical problems account for approximate] 
percent of all major problems. Repairs to appliances account for c 
12 percent of such repairs. Two specific problem types--plumbing a 
roofs”account for over 40 percent of all major repairs. 

The average cost of repairing a major unexpected housing pi 
is $530 for FHA homeowners and $481 for non-FHA homeowners. Highei 
average repair costs per problem in FHA- insured houses are consiste 
across most problem types. Among frequent types of problems, roofs 
are on average the most expensive to repair, followed by other stri 
defects. Defects in appliances are the least expensive problems tc 
repair. 


The average FHA home buyer can expect to spend $441 during 
first two years in the house, to pay for major unexpected repairs, 
average homeowner who purchased a house without FHA mortgage insure 
can expect to spend $255 for such repairs during those initial two 


Data from the Needs and Demand Surveys, as well as the investiga- 
ion of existing HIW programs, were used to determine whether there 
xe feasible HIW programs which could be provided by the federal govern- 
lent. Feasible programs were defined as prograons in which total revenues 
ould equal all costs, and in which certain minimum participation 
evels were met. 

looking first at FHA homeowners, who were the primary focus of 
ongressional interest, HIW programs offered on a voluntary basis to 
HA home buyers are not, in 'general, feasible. No voluntary plan cover- 
ng structural components of FHA houses could be provided, at a price which 
ould cover all costs, that would attract even five percent of FHA 
ome buyers. 

One way to design a feasible HIW program for FHA homeowners would 
e to subsidize the cost. With a subsidy of $100 per warranty, all 
xve HIW plan options defined in the Demand Survey would become feasible 
n a voluntary basis. However, even with this sizeable si±)sidy, parti- 
Ipation in the plans would remain relatively low — below 20 percent.- 

aking participation in an HIW program mandatory for FHA home buyers would 
Iso result in feasible progreuns for all five program options, although 
t is estimated that about 13 percent of current FHA home buyers 
ould choose not to obtain FHA mortgage insurance if mauidatory partici- 
lation were enforced. 

If a government-run HIW program were offered on a voluntary basis 
o the general public, feasible programs could be developed for all five 
[IW program options. While participation rates would remain fairly low, 

,o subsidy would be required to make these programs feasible. The 
xogram with the largest participation rate would be the two-year 
nspection and warranty plan covering structural and mechanical systems, 
lightly over 11 percent of all buyers of existing houses would 
larticipate in that plan. Due to the higher rates of claims and claims 
:osts experienced in FHA- insured houses, a sizeable cross-s-ubsidy of 
'HA homeowners by non-FHA homeowners takes place in all plans which 
over structural coirponents. 



The short four-month schedule of the Home Inspection and Warranty 
Study has required extraordinary efforts on the part of many people. The 
project could not have succeeded without the dedication and hard work of 
all of them. However/ a number of individuals deserve special mention for 
the key roles they have played throughout the project. 

As Principal Investigator, Richard Kaluzny has been responsible for 
overall direction of the research design and analysis effort. Throughout 
the project/ the research team of Irving Crespi, James Ohls, and Cynthia 
Thomas has worked closely with Dick on all facets of the research. While 
the final report represents the joint efforts of aj.i the efforts, . each of’ 
the researchers concentrated on particular parts of the analysis. Cynthia 
took responsibility for analysis of the existing HIW programs (Chapter II) • 
Irv analyzed the data from the Demand Survey (Chapter III) . Dick concentrate 
on the analysis of the Needs Survey (Chapter IV) , and Jim was responsible for 
the integrated analysis to identify feasible national HIW programs 
(Chapter V) . 

Important substantive contributions to the report were also made by 
a number of other individuals. David Long collected data from HUD area 
office personnel administering the Section 518 programs, and was responsible 
for generating the estimates of administrative costs (Appendix G) . Anthony 
Muller, in addition to his role as Survey Site Manager in Denver, conducted 
the research into the legal precedents for home warranties (Appendix C), 
Kenneth Rosen of Princeton University prepared the estimates of the national 
market for potential HIW programs (Appendix F) . Trimble Steinbrecher 
contacted the local officials involved in presale inspection programs for 
the review of public programs in Chapter II, in addition to her efforts as 
interviewing supervisor in Denver. 

Three other persons deserve special recognition for their outstanding 
efforts during the study. Lois Blanchard, in her capacity as Survey Manager, 
was directly responsible for all survey design and field activities, which 
were handled very well under extremely tight schedule constraints. Jerilyn 
Fair, as Project Manager, was responsible for the complex process of sched- 
uling and budgeting of tasks, as well as monitoring day-to-day progress of 
the entire project. In addition, Jeri directed the task of collecting the 
non-FHA sample from county records- Diaina Walters, as the lead research 
assistant on the project, made a contribution to the overall effort which 
can be measured, only partially, by the many long hours she has spent on 
the study. 

All of the MPR departments involved in the HIW study functioned well 
in meeting the always rushed deadlines of the project. Within those depart- 
ments, the following individuals deserve mention: 



uol o ■».»-' / rwwijfsx u x^uLuct.xxc;x xxi^ui^/ v. 

Control; eind Patricia Uveges — Production Control. 

Research Division: John Mamer™Director of Research Support; 

and Julie Cheng, Sandra Jamieson, and Scott Ricketts-- Re search 

Assistants. 

In addition, consultants Douglas Olson, Michael Munson, and 
Chester Rapkin made many valuable comments on the study; particularly 
the early design phase. 

Many individuals outside of MPR were very helpful at various s 
the project. These included: officials at HUD, numerous county and 3 
officials; officers and employees of Home Inspection and Warranty fim 
local real estate agents; and officials of the National Association oi 
and the National Home Warranty Association. Without their assistance, 
study could not have been completed. Particular thanks go to Norris i 
the HUD Technical Representative, whose advice and support throughout 
project have been very helpful. 


J. Alan Brewster 
Project Director 
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INTRODUCTION 


A. BACKGROUND OF THE STUDY 

The purchase of a home is the largest single expenditure most 
people ever make, but the decision to purchase is often made without 
complete information concerning the structural soundness of the dwelling 
or the condition of the mechanical systems of the house. As a result, new 
owners sometimes encounter major unexpected defects in their houses and 
eaqperience significant repair bills within a relatively short period of 
time following the purchase of their homes. These repairs can become a 
problem for a homeowner whose financial resources may have been depleted 
by the purchase of the house. 

There are several steps which a prospective home buyer can take 
to reduce the risk of incurring a significant repair expense during the 
period following the purchase of a house. First, the buyer of the house 
can attempt to inspect the house cafrefully prior to purchase, although the 
effectiveness of this action depends heavily on the technical knowledge 
of the buyer. Alternatively, the buyer can hire a professional to inspect 
the house and report on its condition. In either case, the buyer’s risk 
is reduced simply by having additional infomation about the condition 
of the house. If any problems are found during an inspection, the buyer 
can take these into account in deciding what price to offer for the house. 

Another way of reducing the risk of having to bear the expense of 
a major repair is to share that risk with other home buyers. If the 



trade the certainty .of a relatively small payment of a warranty or 

ance plan for protection against the possibility of a major repair 

Historically', home buyers have not made extensive use of ei 

professional inspections or risk-sharing schemes such as warranties 

In recent years, however, there has been growing interest in forma] 

protections for home buyers among all three of the groups involved 

the typical home purchase — buyers, sellers, and real estate agents. 

increased interest of home buyers for inspection and warranty progi 

is, in all likelihood, an outgrowth of the general consumer movemer 

the United States during the past decade. Furthermore, the inheres 

among home sellers and real estate agents may also be an indirect i 

of this movement, in that these groups appear to have become increc 

concerned in recent years about their possible legal liability for 

costs of repairing defects found in newly purchased homes. To be s 

no U.S. court has yet found either sellers of previously occupied Y 

or their real estate agents to be liable for such defects, except i 

cases where the defects were deliberately hidden. Nevertheless, 

is clearly a great deal of concern among many real estate agents o\ 

what they perceive as some danger of increased liability for undisc 

defects, and this concern has apparently been conveyed to home sel] 
2 / 

as well.-' Providing formal protections to home buyers is seen by 

•^Appendix C contains a review of the legal history of the liah 
of sellers and agents in the sale of real property. 

2 / 

— Undoubtedly, adding to this concern was the proposed "Truth i 


reduced. 


In response to these interests, a number of private and public 
jrograms have been developed which offer various forms of protection to 
’Jhe home buyer against unexpected housing defects. These programs gener-' 
illy provide; (1) an inspection of the house prior to the decision to 
)urchase; (2) a warranty on some components of the house; or (3) a 
combination of an inspection and a warranty. 

Firms offering some form of home inspection service have been in 
‘xistence for a relatively long time; however, warranty programs have 
leveloped only more recently. The first warranty program of any signi- 
ficant size was the Home Owners Warranty Program (HOW) , which was developed 
)y the National Association of Home Builders to cover newly built houses,—^ 
)nly within the past five years have a significant number of firms begun 
:o offer warranties to buyers of previously occupied housing. 

Two major types of warranty programs for previously owned houses 
currently exist in the private market. One type involves both a detailed 
.nspection of the house and a warranty of structural and mechanical 
;ystems found to be in satisfactory condition during the inspection, 
for a period of up to two years from the date of inspection. The National 
Lssociation of Realtors (NAR) has developed a set of standards for this 
:ype of home inspection and warranty plan. The NAR has also approved 
:he programs of a number of firms which offer plans that meet these 
;tandards and is promoting their use by member real estate brokers and 


igents . 


together with the largest of the NAR-approved programs, have recently 
joined together to form the National Home Warranty Association. 

These two types of warranty programs currently account for well 
over 90 percent of the total U.S. market for warranties on existing houses. 
Recently, however, a number of new firms offering variants of these two 
types of coverage have begun to enter the market. 

In the public sector, some state and local governments have begun 
to provide protection to home buyers by requiring sellers to have inspec- 
tions conducted prior to sale. In addition, the federal government, under 
Section 518 of the National Housing Act, has taken responsibility for 
correcting defects found in certain categories of housing approved for 
FHA mortgage insurance. For these categories of existing houses, the 
Section 518 program authorizes the Department of Housing aind Urban 
Development (HUD) to assume costs of correcting serious housing defects 
affecting the life and safety of the occupants which could have been un- 
covered by a thorough inspection of the house at the time of sale. 

It was the debate in Congress over the most recent extension of 
this Section 518 program which led directly to the research described 
in this report. Congress was uncertain as to the need for or interest 
in expanded protection for buyers of existing houses. As a result. 

Congress extended the program and accompanied the extension with instruc- 
tions to HUD to conduct a study of potential national home inspection 



witn respect to an effective program for protecting 
home buyers from hidden or undisclosed defects 
seriously affecting the use and liveability of the 
home, which would be applicable to existing homes 
financed with mortgages insured under the 1976 Act.— 
In the study and report, the Secretary shall particu- 
larly investigate the need for, cost, and feasible 
structure of a national home inspection and warranty 
program, with respect to such homes, to be operated 
by. the Federal Government out of fees assessed on 
the home buyer and amortized over a period of two 
years . 


In response to this Congressional mandate, HUD selected Mathematica 
Policy Research, Inc. (MPR) to carry out a study of Home Inspection and 
Warranty programs. This report contains the results of that study. 


B. OVERVIEW OF THE STUDY 

The MPR research design for the Home Inspection and Warranty (HIW) 
study had three major objectives: 

(1) to assess the dimensions of the problems that 
hidden or undisclosed dwelling unit defects 
pose to buyers of previously occupied homes; 

(2) to determine the demand for alternative HIW 
programs that meet the needs of the home buyer 
for protection from hidden defects; and 

(3) to evaluate alternative HIW programs with 
respect to cost, effectiveness, and consumer 
acceptance. 


These aims were accomplished by undertaking three data collection and 
analysis efforts, followed by an analysis which integrated the three 


“The Conference Report subsequently urged the Secretary to include 
non -FHA- insured houses in the study as well. 



individuals who are responsible for the operation and marketing of private 
HIW programs, and persons involved in the operations of public programs 
designed to protect consumers against hidden defects in resale houses. 
These interviews/ which were conducted both in-person and by telephone, 
obtained information about operating costs, business volume and growth, 
prices, and general industry problems and prospects. 

Following the review of current public and private HIW programs, 
two separate random national surveys of individuals who had purchased 
previously occupied single- family houses were conducted in March and April 
of 1977, to determine the need and demand for some form of HIW program.—'^ 

in the Needs Survey, 1,814 individuals who had purchased their homes 
approximately two years prior to the survey were asked a series of 
questions concerning their experiences with housing defects which occurred 
after they bought their homes. The survey was designed to collect infor- 
mation from respondents on the numbers of problems occurring which cost 
more than $50 to repair. In addition, detailed data on up to six major 

problems (costing more than $100) were collected to permit an in-depth 

» 

analysis of the types of problems encountered and their associated repair 
costs . 


— In conformance with FHA procedures, "single- family houses" were 
defined to include dwellings with up to four family units. 



mates of the demand for five specific HIW program options at a variety 
of prices* Further analysis of alternative feasible HIW options was 
accomplished by also obtaining data on respondent preferences for a 
number of specific components of the HIW plans. 

In the selection of the samples of recent home buyers to be inter- 
viewed in both surveys, considerable attention was paid to the direct 
concern of Congress for information concerning homeowners whose houses 
were financed with FHA- insured mortgages. In particular, the samples for 
each survey were stratified so that half of the respondents to each survey 
were homeowners with FHA mortgage insurance and half were homeowners who 
did not have FHA insurance* This stratification permitted independent 
analysis of the FHA and non-FHA sectors of the population. 

In an assessment of the surveys, it is important to note the 
distinguishing characteristics of the two populations. Table I.l pre- 
sents a comparison of the characteristics of the FHA and non-FHA 
samples.—'^ Along most dimensions, FHA homeowners are quite different 
from owners of non-FHA houses* FHA homeowners are younger and have 
noticeably lower incomes than their non-FHA counterparts* Seventy- four 
percent of the FHA homeowners were less than 35 years old at the time of 
the purchase of their home, conpared to 51 percent of non-FHA homeowners. 

The data shown combine the samples from the Needs and Demand 
Surveys, which' were very similar in all characteristics. 



FHA 


Non-FHA 


(Percent) 


■a/ 


Age of Chief Wage Earner 


Under 35 74 
35 - 54 23 
55 or older 3 

Education of Chief Wage Earner 

College 57 
High school graduate 32 
Less than high school graduate 11 

Annual Family Income 

$12,000 or less 21 
$12,001 - $16,000 25 
$16,001 - $21,000 27 
$21,001 - $26,000 13 
Over $26,000 7 

Price of House 

$21,000 or less 22 
$21,001 - $28,000 31 
$28,001 - $35,000 23 
Over $35,000 20 


Age of House 


Less than 10 years 17 
10 - 29 years 59 
30 years or more 24 

Number of Homes Owned 

One 68 
Two 20 
Three or more 12 


(Percent)— 


51 

36 

12 


58 

28 

13 


22 

16 

20 

12 

16 


18 

16 

16 

39 


28 

44 

28 


42 

27 

30 



(Percent) — 


Non-FHA 

(Percent)* 


Reciion of Countr 


East 

South 

North Central 
West 

Size of Community 


Medium or large city 
Suburb 

Small city or town 
Rural 


—Percentages in each category may not sum to 100, due to 
rounding or missing responses • 


FHA home buyer, is far more likely to be purchasing his or her first 
home (68 percent versus 42 percent) and more likely to be purchasing a 
lower-priced house. The average price of a non-FHA house was $36,600, 
compared to an average price of $28,012 for FHA-insured houses. 

In addition, the homes purchased by FHA buyers tend to be somewhat 
older and are more likely to be in a large urban area than are the houses 
bought by persons using conventional financing. The only characteristic 
along which the two populations do not differ appreciably is education, 
where both populations tend to be relatively well educated. The dif- 
ferences between FHA and non-FHA homeowners confirm the importance of 
having stratified the samples to permit a separate analysis of the FHA 
population. 

This report is organized around the separate analyses of the 
three sets of data collected and the integrated analysis of feasible HIW 
programs. Chapter II reviews the history, current status, and potential 
for growth of private HIW programs, as well as the current status of 
public programs. 

Chapters III and IV contain the analyses of the data collected 
in the Demand and Needs Surveys, respectively. Chapter III assesses 
the potential demand for various HIW program options, with particular 
attention to the sensitivity of this demand to the price of the options. 



ition of repair costs, but also analyzes the potential rates of claims 
ad claims costs of alternative HIW program options. 

Chapter V reports the methodology employed and the results of 
ae analysis used to identify feasible alternative HIW programs, 
aapter VI provides a review of the overall findings of the study and 
brief discussion of some of the policy issues which must be addressed 
1 developing federal policy with, regard to home inspections and 
irranties • 

The main report is supplemented by nine appendices in Voliame II. 
ppendix A contains estimates of the precision of statistical estimates 
ised on the survey data contained in the main report. Appendix B pro- 
lies the major existing private HIW firms, and Appendix C provides 
ickground on the legal protection available to purchasers of previously 
med homes. Appendices D through H provide supporting documentation 
ad supplementary data to the main report, and Appendix I documents the 


ita collection methodology. 




EXISTING HOME INSPECTION AND WARRANTY PROGRAMS 


In order to assess properly the need for and feasibility of a 
e Inspection and Warranty (HIW) program operated by the federal government, 
was essential that a thorough review of existing programs providing such 
vices be conducted. One key factor which was assessed in this review was 
extent to which HIW protection is already available to the public in 
private market. It was also important that accurate information on the 
ts of running such programs be assembled for use in the examination of 
sible HIW programs presented in Chapter V. 

Information on existing HIW programs was obtained through inter- 
ns conducted in person and by telephone with representatives of the 
Dr private firms in the industry, with officials responsible for 
Liar public programs, and with real estate brokers. Section A of 
3 chapter discusses the emergence of the relatively new private HIW 
istry offering protection to purchasers of previously occupied houses, 

:ribes the major firms now in existence, and discusses the potential 

2 / 

:he industry for growth.— Section B describes similar existing 
2 ral and municipal programs. 

PRIVATE HOME INSPECTION AND WARRANTY PROGRAMS 

There is a newly emerging private HIW industry which offers 
Lous forms of protection to purchasers of previously occupied houses 


new firms, which have recently entered the market, have characteristics of 
both types. One type, the service contract firm, generally warrants non- 
structural features of the house without a detailed inspection of them and 
then directly arranges for contractors to complete necessary repairs on 
warranted components. The second type, the inspection firm, provides a 
•detailed inspection of the structural and mechanical components of the house 
and then offers an optional warranty covering those components that pass 
the inspection. Necessary repairs covered by the warranty are arranged 
either by the warranty firm or the homeowner. 

Firms of the first type have expanded steadily in the past three or 
four years and now account for more than 90 percent of the home warranties on 
previously occupied homes currently in effect. Although one major inspection 
firm has been in business for some time, most firms in the second category 
have emerged only recently, and the growth of this sector of the market has 
been relatively slow. Overall, the HIW industry is still very small, pro- 
viding protection to well under 5 percent of the previously occupied houses, 
sold in the United States during the past year. Table II. 1 contains a list 
of HIW companies currently operating, including all the major firms in the 
industry. The table also summarizes the principal features of each of the 
programs offered by these firms. 

With, one exception, all firms which have at any time played a 
major role in the industry are still in existence. This exception, the 
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i early 1970s. Within two years, the program had sold a considerable 
.ume of warranties through approximately 200 real estate organizations 
lionwide, notably in California and Maryland, Rapidly rising repair 
;ts and no provision for a deductible to reduce the flood of small claims 
‘ntually outstripped premiums (set at $150 per warranty) and forced the 
>gram into bankruptcy. A number of individual brokers who had been 
rketing the Palace Guard program were left with the necessity of paying 
: warranted repairs out of their pockets. This widely recognized failure 
i been a traumatic one for the industry. 

Prototype Firms 

A framework for an examination of the HIW programs currently avail- 
>le in the private market is provided by discussing such details as 
)verage and "costs in terms of prototype firms representing the two basic 
rpes of HIW programs. 

a. Service Contract Firms. Service contract firms have been 

- ■ 11.- I. M l ■ ■■■■. ^ 1^,.- 

scribed as providing a "prepaid home service and maintenance contract" 
certain nonstructural systems of the house-— The four largest firms 
this segment of the industry are American Home Shield (AHS) , Electronic 
ilty Associates (ERA) , Pacific Cal-West (Cal-West) , and Rollins Home 
:e. These firms (together with rfsne inspection firm) have recently 
nned the National Hoine Warranty Association. 


— Statement of David Smith, President of American Home Shield, 
ite of California, Department of Insurance, Home Warranty Hearings, 


and even across markets for the same company but, in general, includes 
built-in appliances and the major mechanical systems (e.g., heating, 
plumbing, and electrical). Coverage of the mechanical systems (though not 
of appliances in most cases) is available to the seller during the listing 
period. A one-year contract covering warranted components is then issued 
to the home buyer at the time of closing. Damages caused by external 
events such as floods and fires generally are not covered. To avoid 
trivial maintenance and repair complaints, these firms charge a service 
fee — often about $20 — for each visit of a repair person to the house. 

Prices . Premium costs vary somewhat by firm and frequently vary 
by the selling price of the hoUse. At the present time, the range of 
premiums for one year of warranty coverage runs from a low of $180 (for 
a house selling for $30,000) to a high of $390 (for a house selling for 
$150,000) , with the average price being between $200 and $250. 

Inspections . A detailed inspection is usually not a part of the 
service contract nor is it required as a precondition to issuing a war- 
ranty. To avoid unacceptably high rates of claims, some firms require 
real estate brokers to sell warranties on every house they list, thereby 
providing a mix of homes with regard to overall soundness of the relevant 
systems. Companies also maintain careful records on claims rates for 
warranties sold through individual real estate, brokers, reserving the 
right to drop a broker with higher than average claims rates. In effect, 
this policy guarantees that at least a cursory inspection will be made by 



working order. In the case of at least two warranty companies of this 
le^ a cursory inspection by the real estate broker is explicitly a part 
the process of preparing the contract. Some companies reserve the 
'ht to inspect any house and sometimes require inspections on high-risk 
older houses. Where inspections do take place, nonworking items can be 
)aired by. the seller and included in the coverage or can be explicitly 
luded. 

Claims . Service contract companies generally subcontract with 
al repair firms to repair warranted systems . When a system covered by 
warranty breaks down, the homeowner calls the warranty company , which 
anges for a repair person to complete the repair within 36 to 48 hours, 
roximately 60 to 70 percent of all warranties of this type involve at 
St one service call, and the average number of service calls is between 
and 1.5 per warranty. 

Representatives of these companies emphasize that a key require- 
t for their success is ensuring rapid and high quality service to 
eowners when work on a warranted component is needed. These companies 
ntain tight/ centralized control of this service process by having all 
air problems called into one or two central offices, from which local 
air subcontractors are then called. The warranty companies pay close 
ention to the quality of the completed repairs, either by spot checking 
h telephone calls to the homeowners or by asking the homeowners to 
urn a postcard with comments on the quality of the service they have 
eived. Repair firms are often dropped by, the warranty companies 


written by independent insurance carriers to protect warranty buyers in 
case the company is unable to honor claims. However/ most companies put 
approximately $90 to $100 of the purchase price of each warranty into a 
reserve to be held against future claims costs. 

Most of these firms have been reluctant to permit renewal of 
warranties after the initial one-year contract because homeowners are 
more likely to want to renew if they are experiencing or anticipating 
problems. In most cases where renewals are allowed, an inspection of the 
house is required. 

b. Inspection Firms . The second major type of HIW firm offers two 
distinct products: a detailed inspection of and report on the condition of 
the home; and an optional one-year insurance policy or warranty contract on 
selected structural and mechanical systems which are determined to be in 
satisfactory condition during the inspection. A detailed inspection report 
describing the condition of the house provided to the client (normally 
the prospective buyer) before the sale. In general, fewer than 30 percent 
of inspections result in the purchase of the warranty option. 

The inspection firms have evolved largely in response to guidelines 
established by the National Association of Realtors (NAR).'^'^ The two 
major firms in this segment of the industry are Certified Home Inspection 


— A description of the NAR program is available in Home Protection 
Program: A Guide to Concept ajid Implementation , a booklet published by 
the NAR in Chicago in July 1975. The booklet outlines a number of con- 
ditions for NAR approval, including: a requirement that dwelling 
components be inspected prior to coverage ; a minimum set of components 



tered the field more recently are Homestead Inspection Warranty Program, 
undhpme Assurance Program, First American Home Protection, and Saint Paul 
nae Protection Program. 

Coverage . Warranties offered by the inspection firms tend to cover 
chanical systems (plumbing, heating, and electrical systems) and structural 
naponents (walls, ceilings, floors, roofs, and foundations) of the house, 
oblems such as wet basements, cosmetic repairs such as minor cracks in 
11s, and damage caused by external events are not covered. There is a 
luctible ranging from $100 to $250 on repair costs. 

Prices . The fee for an inspection on this type of plan tends to 
ry with the price of the house. The warranty is sold separately for a 
at fee. Generally, for a house selling for $30,000, an inspection costs 
proximately $120, and a one-year warranty option costs another $75 to 
00. For a $150,000 house, the inspection might cost $185 to $200. 

Inspections . A careful two- to , three-hour inspection is provided 
all components of the dwelling unit. Not only are the components covered 
the warranty inspected, but such additional features as appliances, septic 
stems, walks, patios, and yard drainage are generally also included. A 
tailed report is provided to the home buyer, outlining needed repairs and 
pending maintenance requirements. 

Items found to be defective in the inspection report are excluded 
om coverage. Representatives of one major firm estimate that 25 percent 
their inspection reports have no exclusions of components from warranty 
verage, while 30 percent have two or more exclusions. (Approximately 


contract firms is maintaining control over the repair process, control 
over the inspection process is crucial to the success of the inspectio 
firms. Industry leaders repeatedly emphasize the importance of recrui 
and training highly competent inspectors. 

Claims . When a homeowner initiates a claim, the inspection 
firm determines whether the item is eligible for coverage and the cost 
the necessary repair. If the claim is approved, either the firm or th 
homeowner then arranges to have the problem repaired. By comparison w 
the service contract firms, the claims rates experienced by the inspec 
firms are very low. On average, there are about .15 valid claims file 
per warranty issued. This is the result not only of the inspections, 
but also of the generally higher deductible amounts and the exclusion 
of appliances from coverage. One company reports that there is some 
adverse selection in decisions to purchase the optional warranty prote 
since claims rates are now higher than they were two years ago when al 
inspected homes were required to carry the warranty. 

Other Features . Since less than one-third of inspections rest 
in warranty coverage, the two products tend to be financed independent 
The major companies have underwriters to cover the warranty policies. 

Inspection firms generally will reinspect and warrant homes fc 
additional one-year terms, 

2. Marketing Strategies 

Both types of HIW programs contain features intended to benefi 


of the parties to the tvoical real ec^tat-e -hrancart-i nn— — t-he Hnvfar . 1-h#: 


xjutsx. / diiu uiJLts iedx ciyeat* nuwever, T;ne aitreirem: services 

fered by the two types of firms have differential appeals to the 
rties involved, and these, in turn result in quite different strategies 
r marketing the two types of programs. 

Service Contract Firms . The warranty protection offered by the 
rvice contract type of firm provides the obvious benefit to the house 
yer of a reduced risk of incurring a repair expense. However, it should 
noted that the structural components of the house, where the average 
sts of repairs are largest (see Chapter IV) normally are not included. 

There are several advantages to this type of HIW program for 
e seller. First, by purchasing such protection on a house being offered 
r sale, the seller may be better able to attract buyers; the marketing 
a house "covered by a warranty" may be significantly easier than the 
rketing of noncovered houses. Second, to the extent that sellers are 
ncerned about potential liability for defects found after the sale, a 
rranty may reduce ^this potential threat. In addition, the seller can 
nerally obtain the direct benefits of warranty protection on the 
chanical systems of the house during the listing period prior to sale. 

The potential benefits from the perspective of the real estate 
ent are related to those of the seller. As the legal agent of the 
Her, and as a professional in the field of real estate, any potential 
reat of liability for defects in the house could also fall upon the 
al estate agent. While no such legal liability has yet been established, 
cept in cases of the fraudulent hiding of known facts about a house, 
e existence of a warranty may be perceived as a reduction of this threat 


have developed marketing strategies which tend to focus on real estate 
agencies. The real estate agent, in turn, attempts to sell the warranty 
to the seller or buyer. Effectively, the real estate agent becomes 
the marketer of the warranty contract by directly providing the seller 
or (occasionally) the buyer with detailed information about the warranty, 
and by executing the contract. 

Many service contract firms attempt to obtain agreements from 
real estate agencies to provide warranty coverage for all listings. Some 
firms require that participating real estate agencies at least offer their 
warranty to all sellers and buyers the agencies deal with. In most cases, 
the purchaser of the warranty is the seller of the house, although some- 
times house buyers also purchase this type of warranty. On rare occasions, 
a real estate agent may pay for the warranty directly. 

Inspection Firms . The principal service provided by inspection 
firms is the inspection itself. For a prospective buyer of a house, a 
detailed inspection report describing the condition of the house and 
identifying potential defects, if any, is a significant benefit. If no 
defects exist, the buyer can feel safer about the investment he or she is 
about to make; if a defect is uncovered, the buyer can take it into 
account in deciding whether to buy the house and what to offer. 

On the other hand, from the point of view of the seller and the 


agent, a detailed inspection may be risky, A favorable inspection may 


receive the bulk of their business through referrals from real estate 
agents / the real estate agent does not, in general, market the inspection 
or the warranty. The home buyer deals directly with the inspection firm. 
Therefore, although these companies allocate .substantial shares of their 
marketing resources to informing real estate brokers and agents about their 
services, they do not, in general, enter into formal arrangements with 
the real estate agencies. 

To counteract the resistance of sellers and agents to this form 
of coverage, inspection firms emphasize the positive value of full 
disclosure in terms of assuring satisfaction on the part of the buyer and, 
therefore, reducing the threat of seller or agent liability for defects. 

In addition, representatives of one inspection company stress the importance 
of adding a clause to the sales agreement, giving the seller the option to 
repair defects discovered through the inspection, instead of allowing 
the buyer to back out of the sale. 

3. Potential Growth of the Industry 

The small size of the industry, its newness, and the volatility 
of its growth to date make prediction of future growth potential difficult. 
Despite these limitations, however, an attempt has been made to forecast 
growth on the basis of two sources of information. First, past rates of 
growth, projections for growth during the coming year, and expectations 



firms.— ^ Second, officers of real estate boards and real estate brokers in 
six states were consulted for their opinions about warranty protection and 
the industry's potential for growth in their areas. The initial discussion 
below is based on the assumption that there will be no significant change i 
the legal and regulatory environment within which the industry must operate 

Growth in Service Contract Firm Volume . There is likely to be rapi 
growth in the service contract segment of the industry within the next few 
years. This projection is based principally on the past growth experience 
of these companies. Major firms in this segment of the industry report 
rapid increases in rates of sales during the past year, with sales volume 
doubling in some cases. Furthermore, they anticipate similar high growth 
rates in the future- Not only is the industry continuing to grow at a 
significant pace in locations where it is already well established, such 
as northern California, it is also rapidly expanding to other locations, 
such as Florida, Texas, and Maryland.^ Conversations with real estate 
agents revealed wide awareness of warranty programs and a receptivity 
to them, although outside of California, agents expressed as much interest 
in the inspection firms approved by NAR as they did in the service 
contract industry. 

The substantial market penetration which the industry has achieved 
in northern California, where it has had the longest experience provides 
additional evidence that the industry could become a significant force 
nationwide. Real estate brokers in Contra Costa County (near San Francisco 


.sting homes within the county involve a warranty ^ and they estimate 
it this number may increase to 70 percent or more within the next two 
irs. 

It appears likely that not only will existing firms expand in 
i next few years, but that new firms will emerge, since there are no 
fnificant barriers to market entry. Although new firms face start-up 
its in learning how to operate effectively in the industry, the existence 
established programs makes it possible to bypass some of these learning 
Its simply by copying the price structures of other firms. Several 
jresentatives of existing firms reported that new companies were pre- 
ring to enter new markets ahead of them. 

Growth in Inspection Firm Volume . While there seems to be sub- 
intial evidence that continued rapid growth can be expected in the service 
itract segment of the HIW industry, the available evidence with regard 
the inspection fiimis is less clear. On the one hand, the growth of 
ise firms has been slower to date than that of the service contract 
ms. However, two additional factors should be considered. First, the 
)erience of the industry to date has been a relatively short one. In 
rticular, the industry is only approximately four years old, and everyone 
solved ackowledges that mistakes were initially made with regard to pricing 
I operational aspects of the programs. Proponents of, this type of 
rranty plan believe that these problems have been solved and that the 
iustry is now ready for a period of sustained growth. Some support 


ence of the inspection firms is that focusing principally upon major 
firms may be somewhat misleading. Given the small proportion of clients 
who purchase a warranty following the inspection, these companies, in 
effect, compete with substantial numbers of relatively small firms providing 
only inspection services. The recently formed American Society of Home 
Inspectors has some 80 members, and spot-checks of the yellow pages under 
"building inspections” for a number of cities suggest that inspection 
services are available in many urban areas. 

Although the volume of inspections performed by either of the two 

major firms in the market is less than the warranty volume of any of the 
three largest service contract firms, half the real estate brokers and 

agents contacted during the research expressed an interest in inspection 
firms and, more specifically, in those firms approved by the NAR.*^^ 

Several of them had contacted one or more of these firms to encourage 
them to start operations in their area. For the most part, the firms had 
responded that they were not yet ready to expand their operations. 

Extension of Coverage . Since structural defects in houses are 
not generally covered by service contract firms, representatives of 
several of these firms were asked during the research whether they would 
consider extending coverage to include structural defects’ without 
requiring a detailed inspection. Most industry leaders believed that 


—'^Realtors in California were an exception to this, however. 



Lte expensive. Estimates of increases in cost over rates presently 
arged varied from $100 to $200 per policy, representing increases of 50 
100 percent. Some industry leaders were skeptical that consumers would 
willing to pay for the additional protection and believed that the 
ssibility of adverse selection would require conducting thorough inspec-- 
ons. There is one company in the industry, however, that can be described 
a service contract firm that does cover structural components. American 
cie Guard, a new entry into the industry, charges a premium that is competi- 
with rates charged by other service contract firms which do not cover 
ructural components. The company has not been rn operation long enough 
judge whether its program will be successful. 

Potential Impact of State Insurance Regulations . One major issue, 

Lch could seriously affecu the potential growth of the HIW industry, 
whether firms offering HIW programs should be subject to regulation 
state insurance comiaissions. In most states, insurance commissions have 
:her made no ruling or have, at least tentatively, ruled that the war- 
ity companies are not in the insurance business. However, there have 
:ently been discussions of the possibility of reversing these tentative 
:isions in some states, including California. 

Many industry representatives claim that such regulation v/ould 
DStantially affect the ability of the HIW industry to grow. They 
Lieve that insurance statutes would make it difficult for them to 
2 rate, and they cite four key problems with such regulation. First, the 
limum levels of unencumbered assets that must be set aside are prohibi- 


in response to market conditions. Finally, some states do not allow an 
insuring organization to withdraw from a state until several years after 
its program is terminated. Since the typical warranty contract lasts only 
one year, maintaining a presence two years past the expiration of the 
final contract is viewed by HIW firms as unnecessary. 

On the other hand, three HIW firms—'^ are currently operating under 
the jurisdiction of state insurance commissions. Representatives of these 
companies believe that the benefits of regulation in creating consumer 
confidence in the stability and reliablity of their operations outweigh 
the disadvantages. At the present time, it is impossible to be certain 
what effect insurance regulation would ultimately have on the growth poten 
tial of the industry. 

B . PUBLIC PROGRAMS 

In a description of the current range and availability of 
protection against unanticipated repair expenses, it is important to 
consider the public as well as the private programs that are available. 
Under Sectioij 518 of the National Housing Act, the federal government 
reimburses eligible holders of PHA mortgages for repairing certain types 

of home defects. This program is described in Section 1. Section 2 then 
discusses a number of municipal presale inspection programs under which he 
must be inspected for housing code violations before they are sold. 

— '^These companies, Soundhome Assurance Program, Saint Paul Home 
Protection, and First American Home Protection Insurance, have all started 



which so seriously affect use and liveability as to create 
a serious danger to the life or safety of inhabitants of 
any one, two, three or four family dwelling which is covered 
by .a mortgage insured under section 235 of this Act or which 
is located in an older, declining urban area and is covered 
by a mortgage insured under section 203 or 221 . . .‘and which 
is more than one year old on the date of issuance of the 
insurance commitment • , . [if] the defect is one that 
existed on the date of the issuance of the insurance 
commitment and is one that a proper inspection could 
reasonably be expected to disclose. 

Jnder Section 518(b), this coverage was available to homeowners with 

nortgages insured between August 1968 and January 1973. Eligibility was 

3 Xtended to August 1976 under Section 518 (d) . 

An owner of an FHA- insured home eligible for coverage under the Sec- 
:ion 518(b) (d) program initiates a claim by filing with an FHA field office, 
^en claims are received, initial determinations are made concerning their 
statutory eligibility under the act, with regard to such factors as the 
late on which mortgage insurance was issued and the location of the 
property.—'^ After a claim passes this initial screen, FHA staff members 
are sent to the house to determine if the defect existed at the time of the 
sale and if it could have been detected during the original inspection, 
homeowners with valid claims are then reimbursed for their repair costs. 

If a claim is denied, the homeowner can resubmit it for review. 

A number of problems have been encountered with the Section 518 
program. The program, begun in 1975, requires processing many retrospective 
claims on home defects which were repaired before the program was implemented. 


— "Older declining urban areas" have been operationally defined to 
ce urban census tracts or neighborhoods in which more than half the dwelling 


of sale, as claimed, and whether it would have been eligible for coverage. 
Furthermore, even in cases where a defect has not yet been repaired, it is 
hard to tell whether or not it should have been identified during an inspec- 
tion which may .have occurred months or even years earlier. In addition, 
since FHA staff members who perform appraisals and inspections must deter- 
mine the validity of a claim under the 518 program, the program is structured 
so that individuals are asked to certify that they or their colleagues erred 
during earlier appraisal inspections.-^^ 

Almost all claims filed under Section 518(b) have been processed. 
Substantial numbers of claims under Section 518(d) , however, are currently 
being received by FHA area offices. For the two programs taken together, 
there had been approximately 85,000 claims filed by March 1977, of which 
about 15500 or 18 percent had been determined to be valid. 

Contrast with Private Programs . While the Section 518 (b) (d) 
program serves a purpose similar to that of the private warranty programs , 
its coverage is quite different. Coverage under Section 518 is limited to 

defects which so affect the home "as to create a serious danger to the life 

2 / 

or safety of inhabitants."— In addition, the program is applicable 
primarily zo homes in older, declining urban areas. Private warranty 

^ — "^It should be noted that the initial FHA appraisal inspection is 

designed primarily to obtain an appraisal of the current market value of the 
house. The field staff are trained appraisers, not building construction 
inspectors. Therefore, the "inspection" provided is not designed to be at th( 
same level as that obtained by the HIW inspection firms, 

2 / . 

This statutory definition may, of course, be interpreted with 


5ms or specific components of the house. Furthermore/ while the private 
rograms are self- financing/ under Section 518 owners are partially sub- 
Ldized for repairs, since payments for repairs are made from the FHA 
isurance fund, which is partially supported by general tax revenues. 

' Municipal Presale Home Inspection Programs 

Over the last ten years, several municipalities have adopted 
cograms that require inspection of all residential dwelling units before 
ley are sold.—*^ Some of the principal characteristics of these public 
rograms are summarized in Table II. 2. 

Purposes . The purposes of the municipal presale inspection pro- 
rams are quite different from those of the private HIW programs- Whereas 
le private programs are structured to provide benefits for one or more 
f the three principal participants in a real estate transaction, the 
iblic programs focus on the communitywide goal of improving the quality 
f residential areas. These programs provide a method for administering 
le local housing code and are designed to discourage or reverse the 
jterioration of neighborhoods . In some locations, these programs are 
Lso intended to protect the inexperienced home buyer from purchasing an 
isound dwelling. 

Coverage . In all locations with mandatory inspection programs , 
Dme variation of the Building Officials and Code Administrators (BOCA) 
asic Building Code serves as the framework for the inspection. The 
ispection covers mechanical systems and basic structural components of 


— "^These municipalities include Cincinnati, Ohio; Detroit, Michigan; 





'Stems must be operable and must meet certain safety standards. The 
.ectrical system, for example, must have adequate outlets, amperage, and 
ghting fixtures, and no loose or hanging vires may be present. The 
.spection of the structural components includes the roof, wall structure, 
ilings , floors , foundation , and basements . 

In addition to basic structural and mechanical elements, municipal 
spectors look for defects judged to affect the health or safety of 
e occupants. These defects include violations of space requirements, 
ch as minimum ceiling height and room size, and violations of minimum 
andards for ventilation, light, and availability of exits. Such con- 
derations are outside the scope of current warranty programs. 

Prices . Homeowners selling dwellings in locations with municipal 
esale inspection programs pay a fee for the inspection service. In 
neral, these fees are lower than those charged by private inspection 
rms. In University City, Missouri, the home seller pays $15.00 for an 
spection with the city paying an average additional cost of $32.00 per 
it. In Detroit, Michigan, the fee is as high as $92.00. One city, 
Imington, Delaware, does not charge an inspection fee. 

SUMMARY 

A number of forms of protection against unexpected home repairs 
e currently available to buyers of existing homes. In the private market, 
o different types of warranty firms with quite distinct types of coverage 
ve evolved. In areas of the country where both types of programs are 
ailable, therefore, buyers of existing homes have a considerable choice 


rapid growth in the coining years* In addition, the recent entry into the 
market of several new HIW companies offering programs somewhat different 
from those of the major firms suggest that both the range and availcibility 
of HIW protection in the private market may increase with time. Detailed 
presale inspection services unaccompanied by warranties are also quite 
widely available in the private market at relatively low cost. 

Protection against expenses associated with unexpected repairs 
has also been provided for some buyers of existing homes by the public 
sector. In particular, Section 518 of the National Housing Act reimburses 
eligible holders of FHA mortgages for certain home repair costs. However, 
this coverage has so far extended only to homes purchased up to August, 

1976 and for most FHA- insured mortgages Section 518 coverage is limited 
to homes in older declining urban neighborhoods — a minority of all FHA- 
insured homes. 

Several cities have enacted pre*^sale inspection programs which 
provide partial protection against unanticipated repairs by identifying 

defects involving violations of local housing codes. However, these 
programs do not provide protection against expenses associated with defects 
which are not found at the time of the inspections. In addition, they are 
limited to only a few municipalities. 



ype of house. However, private suppliers of HIW services appear to be 
rowing very rapidly, and it is quite likely that HIW protection will 
lecome much more widely available in the private market within a few years. 



DEMAND FOR HIW PROGRAMS 


A con^lete evaluation of HIW policy options requires an assess- 
ment of whether home purchasers are willing to pay the premiums neces- 
sary to cover the costs of alternative programs. The Demand Siorvey, 
therefore, was designed to answer two basic questions concerning HIW 
programs : 

1. How would home buyers respond to certain specific 
HIW program options? 

2. How do consumers feel about specific features of 
these options? 

Answers to the first question provide information concerning 
the overall market for specific HIW progreiins and contribute to the 
development of demand estimates. Answers to the second question make 
it possible to evaluate possible program options which are not included 
within the relatively small set of specific options tested in the 
interviews . 

These questions were answered by conducting a national telephone 
survey of two groups of recent home buyers; 911 owners of one- 
to four-family houses with FHA-insiired mortgages who bought their houses 
around November and December 1976; and 908 homeowners of one- to four- 
family houses without FHA^insured mortgages who bought their houses 
aiound January 1977.—'^ In the evaluation of the survey results , it 


segments of the total population of home buyers. Coit^ared to the non- 
FHA owners, the FHA owners are younger, are more likely to be first- 
time home buyers, have lower average incomes, buy less expensive homes, 
and are relatively concentrated in urban areas. 

The analysis of the Demand Survey is presented below. Section 
A examines the reactions of recent home buyers to five alternative 
HIW program options. Sensitivity to price changes, the extent of 
latent demand, and the degree to which demand is concentrated among 
certain types of households are examined. Section B examines interest 
in purchasing only an inspection. Section C ainalyzes consumer attitudes 
toward specific features of the HIW options, such as type and length 
of coverage and the payment mechanism. Section D examines the impacts 
of predisposing attitudes toward inspections and recent experience with 
problems on the demand for alternative HIW options. 

A. BEACTIONS TO FIVE INSPECTION-WARRANTY OPTIONS 
1. Features of the Five Tested Options 

Five alternative HIW program options were tested in the Demand 
Survey. These options are best described by the actual wording of the 
descriptions that were read to respondents: 

Option S (Structure) "provides a one-year warranty with $100 
deductible. It covers costs for necessary repairs for the main 
structure of the house — the foundation, load-bearing walls, 
floors and ceiling, and the roof if these items pass inspection. 
Costs over $100 are covered for each claim during the first 


year you own the house. This plan does not include a detailed 
inspection report." (This option was coded "Plan M" in the 
interview, ) 

2. Option SM"-1 (Structure and Mechanical Systeins~One year) "pro- 
vides an inspection report and a one-year warranty with $100 
deductible. It is based on a detailed inspection of the main 
structure of both the house and major equipment — the foundation, 
load-bearing walls, floors and ceiling, roof, plumbing, heating 
and central air conditioning, and electrical system- You get 

a detailed inspection report before you make yoxir final offer. 

The warranty covers the cost of fixing problems not identified 
by the inspection, if they occiar during the first year you 
own the house— less $100 for each claim. Problems identified 
in the inspection report are not covered by the warranty.” 

(This option was coded "Plan Q" in the interview.) 

3. Option SM-2 ; Same as SM-1, except that it has a two-year 
coverage period- 

Option SMA (Structure, Mechanical Systems, Appliances) "provides 
an inspection report and a one-year warrsinty with $100 deductible. 
It is based on a detailed inspection of the main structure of 
the house, major equipment, and major appliances — the foundation, 
load-bearing walls, floors cind ceiling, roof, pliombing, heating 
and central air conditioning, range, oven, dishwasher, refrig- 
erator and freezer, septic system, and wet basements. You get 
a detailed inspection report before you make your final offer. 

The warranty covers the cost of fixing problems not identified 
by the inspection, if they occur during the first year you own 
the house less $100 for each claim. " (This option was called 
"Plan J” in the interview. ) 

Option MA (Mechanical Systems and Appliances) "is a repair service 
for plumbing, heating and central air conditioning, electrical 
system, and major appliances such as range, dishwasher, and 
refrigerator. It does not include an inspection, but the 
warrcinty covers these items. Repair costs for parts and labor 
over $50 are covered during the first year you own the house. 

If any repairs are necessary, you call the firm you bought 
the warranty from and they send someone to fix it." (This 
option was called "Plan F” in the interview.) 


Demand for each of these five options was examined at three 
different price levels. Options MA and SM-1 are similar to programs cur- 


available on the private market, it was necessairy to estimate price 
ranges on the basis of how their coverages related to those of Options 
MA and SM-1. 

Demand estimates for the five options at these prices were 

obtained by using a five-point verbal, monadic rating scale that asked 

for the likelihood of buying each plan^*^ The proportion who selected 

the extreme positive scale positibn on buying intentions provided a 

3/ 

good estimate of market share.— Therefore, the proportion of respon- 
dents who rated themselves ’*ed:)SOlutely certain'* to buy each option was 
treated as an estimate of the proportion of recent home buyers who 
would have bought that option at the stated price, assuming it were 
miversally and uniformly available. To the extent that an option was 
not known and available to all home buyers, its share of 
course be diminished. Demand scores based on these responses are 


— A form of Option SM-2, which corresponds to the plan specifi- 
cally mentioned in the Congressional mandate for this study, is also 
now availadble from a private firm but only on a limited basis. 

2 / 

— Monadic rating scales ask respondents to rate each item one at 
a time, independently and without consideration of other items to be rated. 
Since they do not depend on the naarober and mix of items being tested, 
monadic scales are the appropriate method for this study, in that the 
five options that were tested do not represent all the possibilities 
that could actually become available to home buyers - 

— '^See Jan Stapol, "Predictive Attitudes," in Attitude Research 
on the Rocks , edited by L. Adler and I. Crespi, Chicago: American Marketing 
Association, 1968, It should be emphasized that prediction of behavior 
based on monadic ratings are macroestimates only. The prediction of indi- 
vidual buying behavior is subject to appreciable error. However, the rate 
(or incidence) of buying in the total popiiLation can be estimated by 
using the procedures described here. 



ef erred to as active demand, 


. Demand for HIW Program 

Active demand scores for all options over their respective price 
anges (see Table III,1) tend to be quite low. Except at the lowest 
rices tested, active demand is in all cases less than 10 percent, 
nd even at the lower prices, it is never higher than 20 percent. 

It is noteworthy that differences between FHA and non-‘FHA owners 
a their demand for each option are not statistically significcuit,'^'^ 
espite the substantial differences between the two samples regarding 
uch characteristics as annual family income, price paid for the house, 
ad age of the house. This is the case for all five options regardless 
f the scope of coverage, price, kind of service provided, and length of 
Dverage . 

Because versions of Options SM-1 and MA are now on the market, 
lieir active demcind scores at the itiidprice can be compared with the 
ctual market performance of these marketed programs, as analyzed in 
tapter II, In contrast with the significantly larger active demand 
core for Option SM-1, the marketed version of Option MA has been the 
Dre successful of the two. However, this greater success may stem 
rom the fact that Option SM~1 has been marketed primarily to home buyers, 
liile Option MA has been marketed primarily to sellers through real estate 
rokers , 


-i/Thr-nnrrhnn-f- t-his nhantpr - statistical sionif icanca ws.s tasta^^ hv 



ACTIVE DEMAND FOR FIVE INSPECTION^-WARRANTY 


PLANS AT ALTERNATIVE PRICES 


Option S 
$100 
$ 75 
$ 50 

Option SM-1 
$200 
$175 
$100 

b/ 

Option SM-2- 
$375 
$260 
$150 

Option SMA 
$350 
$275 
$200 

Option MA 
$250 


Absolutely Certain to Buy 
PHA % Non-FHA % 


7 


6 


9 8 

20 20 


1 2 

7 5 


18 


18 


1 2 

7 8 


19 


19 


1 3 

5 6 


9 


10 




1 


2 


2 


$200 
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ncem in analyzing the demand for inspect ion-^warrcinty plans. If demand 
price sensitive, it becomes extremely important to identify prices Cif 
ey exist) at which costs are covered and demand is sufficiently high to 
et program objectives. On the other hand, if demand changes little in 
sponse to price but varies appreciably by scope of coverage, the issue 
comes one o-f identifying the kind of coverage that is needed and wanted, 
ice sensitivity was measured by using an interviewing strategy designed 
estimate the demand for each option at prices higher and lower than an 
itial approximate market price. All respondents who expressed a likeli- 
od of buying cin option at that initial price were asked about their 
ying interest at a higher price, while the unlikely buyers at the 
itial price were asked about their buying interest at a lower price. 

Cutting the initial price by about one-third increased active 
mand scores for all five plans by a factor of about two or more 
ee Table III.l). At the lower prices, a clear-cut division in demand 
isted, with Options S, SM-2,- and SM-1 having scores in the 18 to 20 
rcent range, and Options SMA and MA scoring 9 to 10 percent and 6 to 7 
rcent, respectively. 

Increasing prices from their initial levels by about one-third 
arply reduced active demand, almost to the vanishing point, except 
r Option S (see Table III.l). Option S maintained most of its initial 
rosind, so at its high price it received the highest preference rating 
om 7 percent of the FHA sairple and 6 percent of the non^FHA sample, 
tive demand scores for the other four plans were at 1 percent or less 


particularly noteworthy with respect to Options S, SM-1 and SM-2, with 
active demand reaching nearly 20 percent for these three options after 
a price reduction was offered. 


4, Demand at Estimated “Breakeven” Prices 

Conparisons of the relative rankings of the five plcuis at the 
tested "high,” "medium,” and "low" prices for each is problematic for 
two reasons: 

(1) the price ranges are not the same? 

(2) the price ranges are only approximations of realistic 
ranges for the plans. 

The breakeven prices for the five plans, as determined in the feasibility 
analysis in Chapter V provide more appropriate prices at which to make 
such coitparisons.— 

At these prices, Option SM-2 had the largest active demand score 
in both the FHA and non-FHA samples — about 11 to 12 percent, (see Table III, 2 
Option S had the lowest demand at breakeven prices — approximately 3 percent- 
while the demands for Options SM-1, SMA, and MA ranged from 4 to 9 percent. 


— Since the breakeven prices do not correspond directly to those 
tested in the survey, demand at these prices had to be estimated from the 
survey data. The linear interpolation method used in doing this is 
described in Appendix F. The breakeven prices used were those for voluntary 
programs available to both sectors- 


DEMAND FOR FIVE 


OPTIONS AT BREAKEVEN PRICES 



FHA % 

Non-FHA % 

Option S @ $140 

3 

3 

Option SM-1 (§ $195 

6 

4 

Option SM-2 @ $225—^ 

12 

11 

Option SMA @ $250 

7 

8 

Option MA @ $145 

9 

6 


— Price is for two years of coverage. 






for HIW plcins with one year of coverage is small and atbout equal among 
both PHA and non-FHA home buyers, regardless of coverage differences. 
Extending coverage to two years would appear to increase demand at 
breakeven prices, by a factor between two and three* Even so, however, 
only about one in eight home buyers can be considered likely HIW buyers 
under a voluntary two-year program at breakeven prices. 

5. Latent Demand for the Five Options 

As noted above, the active demand scores were based upon the 

proportion of all respondents who rated themselves "absolutely certain" 

to buy an option at a given price. However, those who rated themselves 

as "very likely" to buy an option had also indicated a strong interest in 

it, although it would be unrealistic to project effective market demand 

for such respondents.'^'^ Nonetheless, these "very likely” responses do 

provide supplementary information about the potential or latent demand 

for each pleui as home buyers gain more knowledge of and experience with 

inspections and warranties. For this reason, the likelihood of buying 

has been analyzed by using an additional score, "latent demand," 

defined as the proportion of respondents who rated themselves either 

2 / 

"absolutely" or "veiy likely" to buy a plan.— This section analyzes the 


— See Jan Stapol, "Predictive Attitudes." 

2 / 

— Latent demand scores can also be treated as indicators of the eff< 
that an aggressive marketing campaign might have on active demand for each 
option. The low active demand scores analyzed in the earlier sections of 
this chapter reflect in large part the limited awareness of, and experience 
with, inspections and warrainties (see below, Section D) , Up to the present 



ADouti nair or ix)tn tne fha cuid non-*FHA sair^Jles es^ressed at least 


latent interest in Options S, SM-1 and SMr2 at their low prices (see 
able III. 3). In contrast, only about one~fourth expressed at least a 
itent interest in Options SMA or MA at their low prices. Since the 
atter two options differ from the others in that they cover appliances, 
lis suggests that appliance coverage may have limited appeal to both 
lA and non-“FHA home buyers. 

The breakeven price is appreciably higher than the tested low 
rice for all options except MA. To adjust for this, latent demand 
2 ores at breakeven prices have been estimated (see Table III. 4) by using 
le same procedure as for the active demand scores. The results of this 
lalysis parallel in large part the interpolated active demand scores at 
reakeven prices analyzed in the previous section. In both instances, 
Dtion SM~2 emerges as the plan with the greatest appeal, with latent 
smand scores about 36 percent in both saitples. CDptions SM-1, SMA, cuad 
\ follow in the range of 19 to 22 percent, while Option S trails with 
:ores of 11 and 17 percent in the two saitples. 

Thus, at breakeven prices. Option S has an active demand somewhat 
nailer than that of Options SM— 1, SMA, and MA, but its growth potential 
1 the FHA market is almost the same. The growth potential in the non-FHA 
arket is, however, appreciably smaller. On the other hand, the two-year 
sriod of coverage offered by Option SH-2 generates more latent interest. 
Dnetheless, on a voluntary basis, and at a breakeven price, even Option 
^^-2 still attracts the interest of little more than one-third of the 


Dtential market. 


INSPECTION-WARRANTY PLANS AT ALTERNATIVE PRICES 



"Absolutely 

FHA % 

Certain" to Buy 

Non-FHA % 

"Absolutely 
or "Very 

FHA % 

Certain" to Buy 
Likely" to Buy 

Non-FHA % 

Option S 

$100 

7 

6 

21 

20 


$ 75 

9 

8 

32 

26 


$ 50 

20 

20 

49 

45 


Option SM-1 

$250 

1 

2 

8 

9 


$175 

7 

5 

26 

24 


$100 

18 

18 

50 

45 


Option SM~2~'^ 

$375 

1 

2 

7 

8 


$260 

7 

8 

28 

29 


$150 

19 

19 

56 

52 


Option SMA 

$350 

1 

3 

6 

6 


$275 

5 

6 

20 

20 


$200 

9 

10 

28 

27 


Option MA 

$250 

*£/ 

1 

5 

4 



$200 


2 


2 


12 


10 




TABLE III. 4 


LATENT DEMAND FOR FIVE OPTIONS AT BREAKEVEN PRICES 



FHA % 

Non-FHA % 

Option S @ $140 

17 

11 

option SM-1 @ $195 

21 

20 

Option SM-2 § $225^^ 

37 

36 

Option SMA 0 $250 

22 

22 

Option MA @ $145 

21 

19 


—"^Price is for two years of coverage. 
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same people, rather than each option attracting a different market segment. 
As shown in Table III. 5, 62 percent of both the FHA and non~FHA sairples 
never rated themselves as "absolutely certain" to buy any of the options 
at the tested low price for each. On the other hand, in both sanples, a 
total of 20 percent es^ressed an active demand for two or more options. 

In other words, the large majority of recent home buyers rejected all 
tha options offered to them at the initial prices, while a small minority 
expressed a readiness to buy a number of the options. This indicates 
that there is a tendency to react to the basic concept of HIW plans 
on an all-or-nothing basis, rather than to react selectively to each. 

7. Variations in Demand Across Different Market Segments 

Tabulations of demand rates for different categories of home 
purchasers classified by such characteristics as income, age of house, 
and house price revealed no statistically significant differences in 
deiHcind between different groups of home buyers. This is an important 
finding because it suggests that adverse selection caused by households 
that may have relatively high risks of repairs, such as homeowners with 
older or lower priced homes , and having relatively high demand for HIW 
protection would probably not be a significant factor in^a p\iblic HIW 
pirogram. Adverse selection would, if it existed, be a serious problem 
in developing a voluntary HIW program because the relatively high claims 
rates which would result among program participants would push program 



NUMBER OF OPTIONS WHICH RECEIVED "ABSOLUTELY CERTAIN' 


RATINGS AT THEIR LOWEST TESTED PRICES 


Dption 
Dpt ions 
s Options 
Options 
Options 

::ided on One or 
ce Options 


FHA Sample 
62 % 

14 

9 

6 

3 

2 


Non-FHA Sample 
62 % 

14 

9 

6 

4 

1 


4 


4 


Total 


100 % 


100 % 



across all home purchasers. While it is not possible to measure adve 
selection fully in a single set of cross-section surveys, such as the 
ones conducted for the present study the fact that demand was not 
correlated with any of the observed home buyer characteristics provid 
at least partial evidence that adverse selection caused by demand 
differences among households with different market characteristics 
may not be an iir^rtant problem. It appears that the determinants of 
demand for HIW protection are quite uniformly distributed across diff 
categories of home purchasers. 

B. INTEREST IN PURCHASING A DETAILED INSPECTION 

The home warranty programs examined in Section A represent va 
in a warranty approach which the home purchaser can follow to reduce 
risk of unexpected home repair bills. An alternative way of meeting 
this objective is to purchase a detailed inspection o.f the home witho 
an accoitpanying warranty. Demand Survey respondents were asked about 
their willingness to buy a detailed inspection costing $80 to $120 wi 
a warranty, and this makes it possible to assess buyer attitudes towa 
this second approach. 

Thirteen percent of the FHA sanple and 11 percent of the non- 
sample rated themselves "absolutely certain” to purchase inspection 

2 / 

services within the $80 to $120 price range (see Table 111.6).*- Thes 


— See Chapter VI, Section B.4 for a fuller discussion of the 
to which inferences about adverse selection can be made from the aval 
survey data. It shoiild be noted that the discussion in this section 
concerns onlv one form of adverse selection. The oossibilitv of anot 


SLIHOOD OP BUYING A DETAILED INSPECTION COSTING $80 to $120 


FHA Sample Non-FHA Sample 


sly certain 

13 

11 

:ely 

17 

15 


27 

27 


21 

19 

.ikely 

21 

27 

LOW 

1 

1 

»tal 

100% 

100% 



types of warranty plans. As was the case with the warranty plans, 
therefore, a significant number of home purchasers could be expected to 
purchase inspection services, but it is unlikely that an inspection-only 
plan provided on a voluntary basis would be purchased by the majority 
of home purchasers in either the FHA or non-FHA segments of the market. 

The majority of home btiyers, apparently, do not consider such services 
sufficiently valuable given the risks to justify their cost. 

Use of the measure of latent demand developed in Section A 
increases the estimated proportion of home buyers who wotild purchase 
inspections to 31 percent of the FHA sample and 26 percent of the non- 
FHA sample. Although this latent demand is similar to that for Options 
S, SM-1, and SMA, it is significantly lower them that for SM-2. 

C, ATTITUDES TOWARD SPECIFIC HIW PROGRAM COMPONENTS 

Further insight into the preferences of home buyers with regard 
to HIW protection can be gained by examining their attitudes toward 
specific features of alternative HIW plans, such as length of coverage, 
type of coverage, and the deductible amount. As discussed in the sections 
below, the results of this analysis serve largely to reinforce the conclu- 


an inspection-only program is roughly comparable to but slightly higher 
than the share of Demand Survey respondents who reported actually having 
purchased an inspection prior to buying a house (see Section D.l). The 
fact that the demand estimate is slightly higher may reflect a growth 
potential that the limited current availability of inspections has not yet 
tapped. 


—‘^Supplementary data is provided in Appendix D, Table D.ll. 



IS reached in the analysis of the demand for program options. 

The results for the FHA and non-FHA samples are siimmarized in 
Le III. 7. Supplementary tables detailing preferences for each of 
component features examined by market segments within the two 
pies are presented in Appendix D, Tables D.12 to D.16. 

Length of Coverage 

When asked their preference for a one**, two-/ or three-year period 
warranty coverage/ 63 percent of the FHA sample and 58 percent of the 
-FHA sanple opted for the three-year period (see Table III, 7). 
irage for two years was preferred by 21 percent of the FHA sample and 30 
:ent of the non-FHA sample. Only 16 percent of the FHA owners and 
percent of non-FHA owners preferred coverage limited to the first 
: of ownership. This pattern of response existed in all market 
tients. This widespread demand for long-term warranty protection 
Lnst unanticipated repair costs is consistent with the fact that 
:he five options examined in Section A, the only option with a miHti- 
: duration — SM-2 — ^had the largest active and latent demands at 
ikeven prices. 

Type of Coverage 

Respondents were asked to rank three types of warranty plans: 
that covered only the main structure of the house (fomdation, walls / 
>rs, and roof) ; one that covered major mechanical systems (plumbing/ 
ling/ and electrical); and one that covered major appliances (range/ 


Preferred Period of Coverage 



One Year 

16% 

22% 

Two Years 

21 

30 

Three Years 

63 

58 

First Choice Regarding Scope 
of Coverage 



Main Structure 

45% 

55% 

Mechanical Systems 

49 

41 

Major Appliances 

3 

4 

Deductible Feature 



Plan costs more to buy, 
with $50 deductible 

Plan costs less to buy, 

76% 

66% 

with $200 deductible 

24 

34 

Payment Schedule 



Lump Sum 

36% 

43% 

Quarterly 

30 

29 

Monthly 

32 

24 

How Repair Service is Provided 



Arrange for Repairs Oneself 

65% 

75% 

Warranty Firm Sends Repairman 

35 

25 


.y a handfiil in either sanple naming major appliances (see Table 
the FHA sample y 49 percent named mechanical systems coverage as their 
:st choice^ 45 percent naited the main structure^ and 3 percent named 
lor appliances* The non->FHA sample differed only slightly, with 55 
rcent naming main structure as their first choice, 41 percent naming 
jhanical systems, and 4 percent naming major appliances- These data 
mot be interpreted to mean that there is no interest in warranty 
rerage for major appliances — rather, they suggest that whatever 
merest there may be in such coverage is very weak relative to 
rranty coverage for main structures and mechanical systems-—'^ The two 
:ter coverages clearly have priority. It should also be noted that there 
a split in preferences between structure and mechanical systems re- 
rding first and second choices, which suggests that many respondents 
I difficulty in choosing between the two- 

Deductible Aireount 

The dominant concern of respondents appears to be avoiding the 
lancial burden of all but very minor repairs, even if this entails 
greater cost. Seventy-six percent of the FHA sample and 66 percent 
the non-FHA sample preferred a more escpensive warranty with $50 
luctible to a less e^^ensive plan with $200 deductible (see Table III- 7). 
both sairples, respondents with higher incomes and those who paid more 


the smaller deductible* 


In most market segments^ FHA mortgage owners were more likely 
than non-FHA owners to prefer the smaller deductible. This difference 
between the two sauries suggests that FHA mortgage owners are more likely 
to be concerned about their ability to assume unanticipated repair costs 
of relatively small size. 

In interpreting these results/ one should remember that the 
actual costs associated with a $50 or $200 deductible were not specified 
in the question. If a price tag were put on these deductibles, it is 
quite possible that preferences would change. What is clear is that 
there is considerable sensitivity to the burden of unexpected repair 
costs, so that a large deductible would lessen the value of a warranty 
to a home buyer. Increasing the size of deductibles in order to reduce 
the cost of a warranty, therefore, would not necessarily increase demand. 

4. Schedule of Payments 

Expressed preferences for lump sum, quarterly, or monthly 
payments were divided rather evenly, although there was some tendency — 
especially in the non-FHA sanple — for lump sum payments to be preferred 
(see Table III. 7). Given this even division of preference, no one 
schedule of payments is likely to prove completely satisfactory to a 
majority of FHA or non-FHA owners. 

Preference for lunp stim payments was positively associated with 
upper socioeconomic status. At the higher income levels, about half or 




racket preferred lump sum payments. This suggests that financial 
cnstraints would limit the purchase of an HIW plan, unless a program of 
ime payments were available, 

. Arranging for Repairs 

Dealing directly with contractors for repairs rather than relying 
pon the warranty firm to send a repairman was the preference of 65 
ercent of the FHA sample and 75 percent of the non-FHA sample (see Table 
II. 7). This pattern of preference was found in all market segments 
nd in both samples. Relying upon a repair service to fulfill a warranty 
ad limited appeal . 

. PRIOR AWARENESS OF AND EXPERIENCE WITH INSPECTIONS AND WARRANTIES 

Prior awareness of and experience with inspections and warranties 
an be an important influence on the demand for any inspection-warranty 
Ian. Consequently, the reaction to the HIW plans among respondents 
ho were previously unaware of the availability of warranties might be 
^qpected to be tentative and cautious, as compared to respondents 
Iready familiar with them. This issue is addressed below. 

, Inspection 

Most home buyers have little knowledge or experience with inspec- 
:ions to draw upon when assessing how applicable an inspection might 
e to their own needs. Claimed awareness—'^ of inspections was limited in 


heard of firms that specialized in inspections (see Table III.8)- 


Another 22 percent of the FHA saitqple and 27 percent of the non-FHA 
sample reported that they had heard of such firms but had never hired 
anyone for a presale inspection. Only 8 percent of the total FHA sample 
(or one- fourth of all those aware) and 13 percent of the total non- 
FHA sample (or one-third of all those aware) reported that they had 
at some time hired someone for this purpose. In both the FHA and non- 
FHA samples, respondents with higher annual incomes, those who paid 
more for their homes, and those who had purchased several homes were 
more likely than others to have had knowledge of and experience with 
inspections. 

2. Warranties 

In both the FHA and non-FHA samples, awareness of and experience 
with warranties is even more limited than is the case with inspections. 
Warranties were for most respondents a totally new concept to which 
they were reacting for the first time. Overall, only 26 percent of the 
non-PHA sample and 21 percent of the FHA sample reported that they had 
heard of warranties on the condition of mechanical systems and structure 
of the house. The proportion who claimed they had actually bought 


for them to be unable to demonstrate actually • having heard of it. This 
may be due to confusion or to a desire to give the reply to a question 
which is perceived to be socially desireable. The actual proportion 
of such people varies from situation to situation, but usually is less than 
10 to 15 percent. No questions were asked to determine the extent of 
knowledge or awareness, so that some proportion of "aware" respondents 
are in all likelihood nn informed. 



PROPORTION IN EACH MARKET SEGMENT WITH PRIOR 


AWARENESS OF AND EXPERIENCE WITH INSPECTIONS 



FHA 

Sample 


Non- 

FHA Sample 


Aware 

Only 

Exp. 

Only 

Total 

Aware 

Only 

Exp. 

Only 

Total 

L Sample 

22% 

8% 

30% 

27% 

13% 

40% 

2 Price Range 

21^000 or Less 

16% 

7% 

23% 

29% 

5% 

34% 

21,001 - 28,000 

20 

9 

29 

26 

10 

36 

28,001 - 35,000 

26 

9 

35 

23 

13 

36 

35,001 or More 

27 

10 

37 

26 

21 

47 

il Famiily Income 

L2,000 or Less 

18% 

5% 

23% 

26% 

7% 

33% 

L2,001 - 16,000 

22 

6 

28 

27 

8 

35 

L6,001 - 21,000 

21 

14 

35 

26 

15 

41 

21,001 or More 

30 

11 

41 

29 

26 

55 

2 r of Prior 
ties Owned 

me 

22% 

8% 

30% 

25% 

10% 

35% 

le 

18 

10 

28 

24 

19 

43 

70 or More 

27 

10 

37 

31 

17 

48 



There was some tendency in the Demand Survey for respondents 
who had had previous experience with inspections to indicate more 
interest than other respondents in purchasing specific HIW plans. 

For instance, 9 percent of FHA respondents with previous e^qperience 
expressed an active demand for SM-2 at the medium price, as compared 
to 6 percent of the respondents with no previous awareness of or 
experience with inspections. The comparable difference with regard 
to latent demand is even greater. While there are some exceptions to 
this pattern, in general the tendency for both active and latent demand 
to increase with past inspection or warranty experience can be observed 
for other options, for other prices, and for the non-FHA saitple as a whol 
(see Appendix D, Tables D,18 to D.27). 

These findings suggest that, in time, if HIW plans become more 
widely available and if consumers gain more experience with them, demand 
rates can be es^ected to rise somewhat beyond those estimated in the cur- 
rent survey- It is iirportant to note, however, that even among 
respondents with previous inspection ejqperience, demand rates at the 
breakeven prices discussed earlier in this chapter are, in general, 
relatively low. Thus, the basic finding of the earlier analysis — that 
there is only relatively limited demand among home buyers for HIW 
protection — could be expected to remain true even after the market 
gained increased experience with HIW plans. 



Effects on Demand of Prior Experience With Warranties 


In contrast to the results noted above with regard to prior 
perience with home inspections, the Demand Survey data do not reveal 
y clear patterns with regard to the relationship between demand and pre- 
ous warranty experience. For some programs at some prices, estimated 
mand rates are somewhat higher for home buyers with previous warranty 
perience than they are for those with no such experience. This is 
ue, for instance, for the PHA sample with regard to Option SM-2 at the 
dium price (see Appendix D, Tables D,18 to D.27) . In other instances, howevei 
e reverse relationship is observed. This is the case, for exair 5 >le, when 
e non~FHA rather than the FHA data are analyzed for the same option and 
me prices as before. In part, this lack of a clear pattern in the data 
y be due to the small sample sizes resulting from the very limited 
perience (see Section 2 above) which respondents in the survey had 
i with warranties. 

CORRELATION OF DEKMJD WITH HOME REPAIR INCIDENTS PRIOR TO THE SURVEY 
There was a tendency for interest in each of the HIW options to 
correlated with the incidence of repair problems during the three to 
jr months between the time the respondents had bought their homes and 
e time of the survey (see Appendix D, Tables D.18 to D.27) . For instance, 
ile only 5 percent of FHA sairple respondents who had had no repair problems 
ted themselves "absolutely certain" to buy the SM-2 option at the midpoint 



preference dropped to 15 percent aitong those who had esiperienced one or 
two problems^ and to 6 percent among those who had not escperienced any 
problems « 

There are at least two possible e^splanations for these findings. 

One is that they are due to the timing of the survey. For respondents 
in the no-problem category, the absence of any problems after a two- or 
three-month ownership period my have tended to dan^en interest in an 
HIW plan by suggesting that the risk of repairs was small, while the 
reverse may have been true with respect to homeowners who had experi- 
enced problems. To the extent that this is the correct esqplanation of 
the data, it would suggest that, vis a vis true demand at the time of 
home purchase, the estimated demand rates in the survey data are biased 
downward for the no-problem group and upward for the group which had 
experienced problems. These biases woxild at least partially offset one 
another in the bulk of the overall demand analysis reported in this study. 
Since only about 35 percent of each sample had experienced repair problems, 
prior to the survey it is possible that in the aggregate data, the net 
effect of these two biases on the demand estimates may be negative. How- 
ever, since the magnitudes of the individual biases . cannot be observed, it 
is iitpossible to determine for sure whether this is the case. 

Another possible interpretation of the correlation of demand 
rates with repair incidence is that, even before purchase, some home 



Number of Options 
’Absolutely Certain” to Bu- 

^ne 

le 

tfO 

iree 

Dur 

Lve 

idecided on at Least 
One Option 


Number of Problems 


None 

1 or 2 

3 or More 

68% 

54% 

50% 

15 

12 

14 

7 

14 

10 

3 

7 

10 

2 

5 

8 

1 

3 

3 

4 

5 

5 


Total 


100 % 


100 % 


100 % 




T;aus nave ea^ressea a sxirong interesi: in Duying warran-cy proT:ec^ion even 


if interviewed at that time. This interpretation would suggest that 
adverse selection could be a potential problem for voluntary HIW programs. 
This issue is discussed more f Tally in Chapter VI. 



The need to develop public policies to protect buyers of previously oc- 
housing against unexpected repair costs during the first few years of 
ownership depends in part on the frequency with which repair problems arise 
aind on the likely costs of these repairs. Furthermore, it is possible that 
different market segments may experience problems at different rates, 
suggesting a need for protection among some groups but not others. The 
Sfeeds Survey, therefore, was designed to answer the following questions about 
lomeowners* repair problems; 

(a) How often do homeowners experience unanticipated repair 
problems? 

(b) What types of problems cure most likely to occur? 

(c) What are the costs of repairing these problems? 

(d) Does the probability of experiencing problems vary 
across type of home or homeowner ship? 

These questions were answered by conducting a national telephone 
survey of 916 homeowners with FHA-insured mortgages and 898 homeowners 
without FHA- insured mortgages — both groups having purchased homes about 
:wo years ago. (The sample design is described in more detail in Appendix I.) 

As noted in Chapter I, the FHA and non^-FHA samples clearly represent 
Lifferent segments of the housing market. The FHA sample is composed of 
younger, first- time buyers with annual incomes concentrated in the $16,000 
:o $21,000 range. Houses in the FHA sample are also older (predominantly 
.0 to 29 years old), lower priced (median price of about $28,000), and 


4-/^ -iry a-n nvKan 1 nn houses in the non— FHA samnle. 
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price, and household income were examined. Second, the average cost of 
unanticipated problems, the distribution of repair costs, and variations 
in average cost by selected household characteristics were considered. 

Finally, the financial burden generated by unanticipated problems was assessed 
by combining problem incidence and costs into an overall measure of expected 
financial loss due to unanticipated problems. 

Section A defines "unanticipated problems” and discusses the incidence 
of problems by type of problem, time of occurrence, age of house, price of 
house, and family income. Section B focuses on the average costs and 
eii^ected loss of such unanticipated repairs. Section C examines both 
the extent to which various warranty programs would cover the problems that 
the sample of homeowners experienced and the effects on potential claim 
rates under various HIW programs of altering the major assumptions about the 
eligibility of problems, 

A. INCIDENCE OF PBDBLEMS 

1. Defining Eligible Repair Problems 

Most people can list a number of conditions which they would consider 
as "problems” with their homes. But not all such housing problems involve 
defects which would be eligible for coverage under a warranty program. Needs* 
Survey respondents reported over 2,200 problems, of which only 1,240 were 
identified in the analysis as being eligible for warranty coverage. The 
process by which the set of reported problems were screened down to the 
subset of eligible problems is described below. 


Several separate criteria were used to obtain the subset of eligible 

problems from all the problems reported in the survey. The first limited 

the definition of "problems" to those that occurred within 24 months of 

purchase. -i/ The second screening criterion concerned the nature of the 

necessary repair. The survey attempted to focus the respondents' answers 

on repairs that were required because some component of the house (e,g*^ 

the heating system) was not working, or because parts of the house had 

become unsound (e.g., sagging floor or moisture penetration of the roof). 

Problems that involved only remodeling or improvements (e.g. , adding 

insulation or increasing heating or air conditioning capacity) were not 
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considered eligible for warranty coverage,— Problems that involved cosmetic 
repairs (e.g., hairline plaster cracks or replacing worn floor coverings) 
or normal maintenance (e,g. , exterior painting) rather than repairs of 
hidden defects were also excluded. Repairs necessitated by "acts of God" 
(e.g, floods or tornadoes) or accidents were excluded because they would 
generally be covered under a homeowner's hazard insurance. Repairs made 
solely to bring the house into compliance with local building codes were 
also excluded from the definition of problems eligible for warranty coverage. 

Two additional criteria were used to screen out problems in much 
of the analysis reported below. First, in order to focus the analysis on 
najor expenses, only problems costing $100 or more to repair were considered 

— The sample included some households who purchased homes slightly 
nore than two years ago,’ Problems occurring just prior to the survey could 
therefore have happened after the end of the two-year warranty period 
::hosen for analysis. 


the time of purchase were defined as eligible. Previously known defects 
were excluded because they would, in all likelihood, be detected during 
even a cursory HIW inspection and thus would not be included under the 
warranty coverage. These two screening criteria were imposed throughout 
the analysis in Sections A and B. The effects of defining such problems 
as eligible are considered briefly in Section C. 

2. Distribution of Problem Occurrences 

The extent to which eligible problems occurred among respondents 
is described below in terms of the probability that given households 
experience a problem, the type of problem occurrence, and the timing of 
the problem occurrence dxiring the first two years after purchase. 

Probability of Experiencing Problems . The majority of homeowners 
did not experience an unanticipated problem costing $100 or more during 
the first two years of ownership (see Table. IV. I). Nearly 65 percent of 
non-FHA sample and slightly more than half the FHA sample had no unantici 
repair problems. About 25 percent in each sample experienced only one 
problem during that time. However, although while most families had zerc 
problem, a small number — especially among the owners with FHA- insured 
mortgages — experienced three or more problems. 

The likelihood of experiencing a problem and of experiencing mult 
problems is higher in the FHA sample. Within each sample, however, the 
distribution of problem occurrences is very similar across family income, 

-“^Details of how repair costs wer© computed and how missing cost 


PERCENT-' OF HOMEOWNERS EXPERIENCING PROBLEMS COSTING MORE THAN $100 
WITHIN THE FIRST TWO YEARS OF OWNERSHIP 




FHA 



Non-FHA 



Number of 

Problems 

Number of 

Problems 



None 

One 

Two 

Three + 

None 

One 

Two Three + 

:al Sample 

fiber of 
revious Homes 

52 

27 

11 

10 

64 

25 

8 

3 

'^one 

51 

29 

11 

9 

64 

24 

9 

4 

Dne 

53 

23 

13 

11 

59 

28 

11 

3 

[Vo or more 

2 of House 

55 

19 

16 

10 

69 

22 

6 

3 

jess than 10 

years 

73 

18 

7 

3 

67 

27 

5 

1 

LO-29 years 

30 years or 

51 

27 

12 

11 

61 

25 

10 

4 

more 

45 

30 

14 

11 

65 

23 

9 

3 

ise Price 

?21,000 or less 

55 

27 

9 

9 

73 

20 

6 

1 

521,001 - 28,000 

50 

26 

12 

12 

70 

21 

7 

3 

?28,001 - 35,000 

54 

23 

14 

9 

59 

28 

9 

5 

$35,001 or more 

46 

30 

14 

11 

55 

28 

12 

5 

nily Income 

$12,000 or less 

53 

29 

7 

11 

66 

27 

6 

2 

512,001-- 16,000 

51 

27 

11 

11 

59 

23 

12 

6 

516,001 - 21,000 

48 

28 

14 

9 

62 

25 

9 

4 

521,001 or more 

50 

26 

14 

11 

61 

24 

11 

4 


Flow percentages may not add to 100 because of rounding 






is in the non-FHA sajnple, in which houses priced over $28,000 had a greater 
likelihood of having a problem occur. This is examined more closely in 
Section 3. 

Type of Problem , The main structure and mechanical systems 
represented over 70 percent of all problems experienced by the homeowners 
(see Table IV. 2). The two largest single sources of trouble — the plumbing 
system and the roof "accounted for over 40 percent of the problems. The 
importance of these two problem areas is that they underscore the concern 
for major problems that affect the livability of the house, as expressed 
in the Congressional mandate. The results may also help explain the strong 
consumer preference for warranty coverage on structural and mechanical systems 
problems, as discussed in Chapter III. 

The incidence of problems can also be summarized in terms of the 
average nimiber of problems per owner (see Table IV. 3).^"^ In the non--FHA 
sample, for instance, the average homeowner experienced 0,53 problems 
within the first two years. Owners in the FHA sample could expect over 
50 percent more problems, having experienced 0.83 problems within the first 
two years. This difference between the FHA and non -FHA samples is statis- 
tically significant and emphasizes the fact that the FHA homeowner faces a 
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higher risk of experiencing unanticipated problems, as noted earlier.-^ 

This measure is analogous to an average claims rate under a warranty 
program. It is higher than the probability of experiencing a problem because 
the effect of multiple problems per household is included. 

^ Statistical signific^ce was tested throughout this chapter by a 
standard dif ference “ of means test using the standard deviations which appear 
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PERCENTAGE DISTRIBUTION OF PROBLEMS COSTING MORE THAN $100 


WITHIN THE FIRST TWO YEARS, BY PROBLEM TYPE 



FHA 

Non-FHA 

structure 

39 

29 

Roof 

21 

17 

Walls, ceilings, floors 

7 

5 

Foxmdation 

6 

3 

Porches, garages 

5 

4 

techanical Systems 

39 

43 

Plumbing 

24 

26 

Heating 

10 

9 

Air Conditioning 

3 

6 

Electrical 

2 

2 

Appliances 

12 

12 

3ther 

11 

16 

Septic, sewerage, 

9 

13 

water systems 

Wet basements 

2 

3 


Notes Percentages may not add to 100 because of rounding. 





Problem Type 

FHA 

Non-FHA 

Structure 

. 33 

.15 

Roof 

.17 

.09 

Walls , ceilings , floors 

.06 

.02 

Foundation 

.05 

.02 

Po r che s , garage s 

.04 

.02 

Mechanical Systems 

.32 

.23 

Plumbing 

.20 

.14 

Heating 

.08 

,05 

Air Conditioning 

.03 

.03 

Electrical 

.02 

.01 

Appliances 

.10 

.06 

Other 

.08 

.09 

Septic, sewerage. 

.07 

,07 

water systems 



Wet basements 

.01 

.02 

Total 

.83 

.53 



)n-FHA owner, was J.ik.ely to have had twice as many main structure problems 
id about one-third more problems with mechanical systems. Both differences 
.e statistically significant and probably reflect the older, less expensive 
:ban housing which predominates in the FHA market. 

Timing of Problems . The overwhelming majority of problems (80 
ircent) in both samples occurred in the first year (see Tables IV. 4 and 
\5); indeed, 25 percent occurred within the first month and 55 percent 
.thin six months of the purchase. This pattern is consistent with the 
perience of existing inspection-warranty firms. The early occurrence of 
lese problems may be the result of the previous owner postponing maintenance 
.sks, as well as failing to disclose existing defects to the buyer at the 
me the house was purchased. 

For most problem types, the average number of problems per month 
dined sharply between the first two months and then declined gradually 
ereafter. Appliance problems in the FHA sample were somewhat of an 
ception, showing a very high concentration in the first month and a mild 
surge in the last half of the first year. 

The pattern does not support the concern expressed by respondents 
the Demand Survey for the need for extended coverage beyond two years, 
ly 14 and 18 percent of the respective FHA and non-FHA structural 
oblems occurred in the second year. Even lower rates would appear 
kely for the third year. Somewhat more mechanical systems problems 
curred in the second year in both samples. But since these occurred 
the second season of heating and air conditioning use, the slight 


PERCENTAGE- OF PROBLEMS COSTING $100 OR MORE, BY PERIOD 


-•^ELtries are number of problems occutrlng in period divided by the number of problems of that type which occurred over 
lxirio(J, Row percentages may not add to 100 because of rounding. 


PERCENTAGE— OF PROBLEMS COSTING $100 OR MORE, BY PERIOD OF 




program, it is also important to know whether owners with certain 
characteristics within each sample faced a higher risk of experiencing 
problems than did other owners. Such information is important for 
designing potential HIW programs , because th^ presence of differential 
problem incidences identifies those owners for whom provision of warranty 
protection may be essential as a policy objective. 

The presence of higher problem rates in certain segments of the 
market would also suggest a potential adverse selection problem caused by 
certain types of homeowners who have higher-than-average problem rates 
being overrepresented among participants in a voluntary HIW program. 
Although the analysis in Chapter III revealed that there is no difference 
in demand for HIW protection by market segments (i.e. , age of house, 
family income, and house price) , variations in problem rates provide a 
second test of the likelihood of adverse selection. 

Age of House . Problem rates consistently increased with the age 
of the house in the FHA sample (see Table IV. 6) but showed a less clear 
pattern in the non-FHA sample. However, in each case, there was a 
statistically significant difference between houses under 10 years old 
and those 10 to 29 years old. These differences were generated primarily 
by a higher incidence of structural problems in the older houses. For the 
FHA sample the differences in structural problem rates are statistically 
significant for all three age-of-house categories. In the non-FHA sample, 



BY AGE OF HOUSE, PROBLEM TYPE, AND PERIOD 




onxy T:ae airrerence oeween une rirsc rwo categories is Significant. Problei 
rates for mechanical systems also increased consistently with the age of the 
house in the FHA sample but were distributed more uniformly across age 
categories in the non-FHA sample. 

The correlations noted above between claims rates and age of house 
patteims suggest that adverse selection could potentially be a serious 
problem under any HIW program limited to only the FHA sector. This potentia! 
would be particularly high for programs limited solely to coverage of 
structural problems. This result underscores the trade-off between providin< 
coverage to a target group (such as FHA owners in declining neighborhoods^ 
where most housing is older) and the increasing cost of that protection 
implied by the relatively high problem rates for older homes. 

House Price .— ^ Problem rates v;ere hypothesized to vary inversely 
with housing quality, and the house price can be intepreted as a crude 
proxy for quality. The FHA sample showed few differences by house price 
(see Table IV, 7). However, the highest priced FHA houses (virtually 
all between $35,000 and $50,000) , had higher problem rates over the 
two-year period (.97) than did the lowest priced houses (.760); the 
difference is statistically significant. 

In the non-FHA sample during the two-year period, the most expensive 
hoiises had problem rates twice as high as those under $21,000 (.69 and 
.37, respectively). Because this statistically significant difference 

•^"^House price was unavailable for 34 FHA cases and 89 non-FHA 
cases. These cases were not included in this part of the analysis. 



AVERAGE NUMBER OF PROBLEMS COSTING $100 OR MORE 



Note: House price vfas unavailable for 34 FKA cases and 89 non-FHA cases, lliese cases vfere not Included In this part of the ar 




rather than differences in construction quality. 

F^Lmily Income .-^ Problem rates were expected to be inversely 
related to income level by the association between income and housing 
quality. However, the data (see Table IV. 8) did not show the hypothesized 
inverse relationship for either sample. The weak patterns that did exist 
mirror the results noted for house price, which itself tends to be correlated 
with income. 

B. REPAIR COSTS 

1. Average Repair Costs 

The average repair cost per problem (see Table IV, 9) was somewhat 
higher in the FUA sample ($530 per claim) than in the non-FHA sample ($481 
per claim), but the difference is not statistically significant. Structural 
problems were by far the most expensive type of problem in both samples. 

Roof problems, which were one of the most frequently encountered problems, 
were especially expensive to repair, costing, on average, $817 and $756 
in the FHA and non-FHA samples, respectively. 

Table IV, 10 compares the distribution of repair costs for each 
sample. In both cases, over 30 percent of the problems could have been 
repaired for less than $200, while about 90 percent cost less than $1,000 
to repair. This distribution of costs suggests that the risk of a very 

Families who did not answer the income question are not 
represented in the table. This excluded 59 and 122 cases from the FHA 
and non-FHA samples, respectively. 



AVERAGE NUMBER OF PROBLEMS COSTING $100 OR MORE 



Problem Type 

Structure 

Roof 

Walls, ceilings, floors 

Foundation 

Porches, garages 

Mechanical Systems 

Plumbing 

Heating 

Air conditioning 
Electrical 

Appliances 

Other 

Septic , sewerage , 
water systems 
Wet basements 


Total 


Note: Problems occurring 


FHA 



DISTRIBUTION OF REPAIR COSTS FOR PROBLEMS 
COSTING $100 OR MORE 


Cost Range 


Percents in 
Each Cost Range 


Non-FHA 


$100 

— 

$200 

31 

34 

$201 


$400 

13 

19 

$401 

- 

$600 

21 

15 

$601 


$800 

21 

16 

$801 

- 

$1,000 

5 

5 

$1,001 

- 

$1,200 

2 

2 

Over 

$1 

,200 

7 

9 


Total 


100 % 


100 % 



in both samples*— 

Average repair costs were also examined for variations across income 
level, house price, and age of house (see Appendix E, Tables E*1 to E.3). 

No significant differences- in cost were found. 

2. Expected Losses 

Problem rates and average costs of repairs provide only partial 

indications of the financial effects of unanticipated problems. A more 

complete picture is provided by computing the average or expected loss 
2 / 

(see Table IV.ll),— For FHA homeowners in the first year of ownership 
the expected loss was $358. This is almost 75 percent higher than the 
expected loss of $204 for non-FHA owners. 

The contrasting differences between the FHA and non -FHA owners 
in terms of expected losses over two years ($441 and $225, respectively) 
and in average annual family income (about $16,000 and $20,000, respectively) 
indicate the greater financial burden that unanticipated problems imposed 
on the FHA owner. 

This burden is underscored further by considering the distribution 
of expenses per family (see Table IV. 12). About 14 percent of the FHA 
families experienced problems which resulted in total expenses greater 
than $1,000 over the two years after purchase. A small minority of 
families (4 percent) incurred total expenses of more than $2,000. Slightly 

— This distribution does not reflect the effect of multiple problems 
on the total costs per family. This is considered in the next section. 


TABLE IV. 11 


EXPECTED LOSS DUE TO UNANTICIPATED REPAIR PROBLEMS 
COSTING $100 OR MORE 


Period 

FHA 

Non-FHA 

First year 

$358 

$204 

Second year 

83 

51 

First two years 

441 

255 

ge of House^'^ 

Under 10 years 

198 

163 

10 - 29 years 

436 

322 

30 or more 

553 

233 

amily Income—'^ 

$12,000 or less 

411 

222 

$12,001 - $16,000 

457 

308 

$16,001 - $21,000 

472 

297 

over $21,000 

487 

280 


^Computed for the first two years. 





$ FHA Non-FHA 



0 

52 

% 

64 

% 

100 

- 200 

7 

% 

8 

% 

201 

- 400 

10 

% 

10 

% 

401 

- 600 

6 

% 

4 

% 

601 

« 800 

7 

% 

4 

% 

801 

- 1000 

4 

% 

2 

% 

1001 

- 1500 

6 

% 

4 

% 

1501 

- 2000 

4 

% 

2 

% 

over 

$2000 

4 

% 

2 

% 


Note; Percentages may not add to 100 because of rounding 



had expenses over $1,000, and 2 percent had expenses over $2,000. The 
proportion of FHA families incurring expenses over $1,000 increases steadily 
with income* (not shown). In the lowest income range under ($12,000), 
about 14 percent of the families had expenses over $1,000. In the highest 
income range (over $21,000), almost 34 percent of the families had expenses 
over $1,000, No such tendency could be noted in the non-FHA sample. 

Expected losses increased sharply by the age of the house in both 
sairples (see Table IV. 11) . In the FHA sample, increasing repair incidence 
and costs for structure and mechanical equipment problems almost tripled 
the expected losses for houses over 30 years old ($553) , as compared to 
expected losses for houses less than 10 years old ($198) . In both samples, 
variations in expected losses by house price (not shown) and income were 
minor because average repair costs were very stable across these market 
segments. This means, however, that relative to income, unanticipated 
repair expenses were a heavier burden on the lower income families. 

The high level of expected loss per family in the FHA sample also 
suggests that an HIW program directed toward the FHA sector would be 
relatively expensive. Both the higher problem rates and average cost per 
problem that generated the high expected losses would contribute to high 
expected claims costs in an ongoing HIW program. Chapter V analyzes this 
tendency in detail. 

C. VARIATIONS IN COVERAGE UNDER ALTERNATIVE HIW PROGRAMS 

The problem rates and expected loss estimates presented above 
describe the dimensions of the risks confronting owners during the 



examined under alternative assumptions as to the types of inspection 
process and types of problems covered under the program. 

1. Potential Coverage 

Four variations of program coverage were examined, each for one 

and two years of coverage The protection provided by the coverage oi 

various options can be illustrated by comparing the frequency of probler 

and costs covered under various options to the total problems and costs 
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the average homeowner expected to experience (see Table 111.13).— 

Disregarding the SMA option, the SM option provided the greatest 
extent of protection, measured either in terms of the expected number oi 
problems (77 and 69 percent covered for the FHA and non-FHA samples, 
respectively) or the proportion of expected loss (66 and 56 percent for 
the FHA and non-FHA samples, respectively) . Plan MA, which had almost 
as broad a coverage of the number of expected problems (56 to 63 percent 
as Option SM, covered a substantially smaller proportion (30 to 35 perce 
of the expected costs. Plan S, while considerably less attractive than 
plan MA in terms of the number of problems covered (27 to 41 percent) , 
was more attractive than the MA option in the proportion of costs covers 
This reversal in the relative attractiveness of the MA and S options wai 
in both sectors for both years, but it was especially strong in the FHA 


— These correspond to the options listed in the Demand Survey, ^ 
are described in detail in Chapter III. 


EXTENT OF COVERAGE UNDER ALTERNATIVE HIW PLANS 




FHA 



Non-FHA 


*lans 

Claims 

Rate 

% of Total 
Problem 
Rate®/ 

% of 

Expected 

CostS./ 

Claims 

Rate 

% of Total 
Problem 
RateS/ 

% of 

Expected 

Costk/ 

>ne-Year 

S 

.28 

41 

45 

.12 

28 

34 

SM 

.53 

77 

66 

.30 

69 

56 

SMA—/ 

.68 

100 

82 

.43 

100 

81 

MA^/ 

.76 

56 

35 

.64 

62 

31 

Vo-Year 

S 

.33 

38 

45 

.15 

27 

34 

SM 

.65 

76 

66 

.38 

70 

58 

smaS/ 

.83 

100 

81 

.53 

100 

79 

MA—^ 

.96 

57 

30 

.82 

63 

34 


problem rate for Option SMA which is inclusive of virtually 
ill problems is used as the base. 


—'^Computed as; (claims rate x average cost of problems covered net 
)f deductible) f (total problem rate x total average cost) . 

^ The MA total problem rates are confuted on the basis of all 
)robleins costing at least $50. 





SMA plajis, depending on the restrictiveness of the inspection process incor- 
porated in the program* The estimates described above assume only a cursory 
inspection. More detailed inspections would disclose more potential problems, 
reduce the claims rates and lower the extent of coverage. The effects 
of alternate inspection assumptions on claims rates are examined in the 
next section. 

2, Claims Rates Under Alternate Levels of Inspection 

The claims rates used above approximate the effects of a cursory 
inspection by excluding problems that homeowners were aware of at the 
time of sale. The effects of no inspection can be approximated by relaxing 
this restriction. The effects of a detailed inspection process with a 
more restrictive attitude toward problem eligibility can be approximated 
by excluding problems in older components which might be caught by such 
inspections in addition to those excluded under a cursory inspection. These 
variations in claims rates are compared below (gee Table IV. 14).—'^ 

The Effects. of Detailed Inspections . The effects of a more detailed 
inspection requirement were examined by eliminating from the analysis 
problems which the respondents described as those caused by the general age 
of the house component te-g-f a 30-year-old worn-out roof). These problems 
were excluded on the grounds that relatively older home cdmponents would 
be given particularly careful scrutiny during a detailed inspection, and 

^ The MA plan is excluded from these comparisons primarily because 
inspections would not vary under this plan since the program is designed 
to operate only with a cursory inspection. Furthermore, detailed data on 


>uld be noted that these exclusions, in all likelihood, provide a lower- 
ind estiitate of claims rates in a program with a detailed inspection. 

:ual rates may be somewhat higher, since not all potential repair prob- 
IS involving older components would be detected during such inspections. 

Use of the more stringent screening criteria caused the potential 
lims rates to drop between 30 and 50 percent, as compared to those for a cur- 
ry inspection. The largest reduction occurred in the SM and SMA options be- 
ise these covered the components most likely to be affected by aging- The 
:ects were similar in both samples. 

In other results based on the more stringent screening criteria (see 
)endix F, Tables F.IO and F.12) the strong association between claims rates 
[ age of house in the PHA sample noted earlier (see Table IV. 6) decreased 
: was still quite evident. For the non-FHA sample, however, this associa- 
m was insignificant. Average repair costs londer the more restrictive cri- 
•ia remained virtually ion changed in the FHA sample but decreased by 7 to 15 
■cent in the non-FHA sample (see Appendix F, Tables F.ll and F.13). 

The Effect of No Inspections . Relaxing the criterion which excluded 
iblems that the respondents said were known at the time of purchase, gen- 
.ted substantially higher claims rates than those observed vinder a 
•sory inspection. Rates increased by 18 to 24 percent in the FHA sample 
. increased substantially more, by 49 to 106 percent in the non-FHA sample, 
both samples, the largest increases occurred with Option S. The sharp 
ference between the two sanples may reflect either differences in the 
.ure of defects present in homes in the two sectors or it may result 


3, Other Eligibility Criteria 


With the exception of Option MA, all of the plans examined above 
restrict eligibility to problems which cost at least $100 to repair. War- 
ranty coverage could, however, be extended to cover problems costing 
between $50 and $100 to repair. The effects of such an extension on inci- 
dence rates are examined below. One other potential source of problems, 
those repaired by the previous owner prior to sale, are also exainined. 

Problems Costing $50 to $100 . Extending coverage to include repairs 
costing $50 to $100 would increase the total problem rates by 101 and 147 
percent for the FHA and non-FHA sectors, respectively (see Table IV. 15). 
Because the average cost of these additional problems is, by definition, 
relatively small, the effect on expected losses was much smaller (not shown). 
For the average hoxasehold, the expected loss over two years from these 
problems was only $63 for FHA families and $58 for non-FHA families. 

The frequency of these minor repairs, while particularly high for 
mechanical systems problems, did not pose a major financial burden to most 
homeowners. Extending coverage to include these repairs in an HIW program, 


^o the extent that the latter interpretation is correct, estimated 
differences in eligible problem rates between the two sectors must be inter- 
preted with caution, since they may reflect differences in the abilities of 
home buyers in the two sectors to detect problems . 



processing volume and costs. 


Problems Repaired by the Previous Owner . About 35 and 17 per- 
cent of the FHA and non-FHA sample, respectively, had the previous owner 
make at least one repair costing more than $50 (not shown) Table IV. 16 
shows by type of problem the fractions of respondents for whom repairs 

were made by the previous owner. Those rates can be considered 
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approximate problem rates,— but because there is no additional detail 
by which to determine whether these problems involved repairs rather 
than improvements or building code enforcement, these rates must be 
considered only as an indication of the order of magnitude involved. 

Under most circin^tances, problems repaired by the previous owner 
would not be considered eligible for warranty coverage. The fact that 
the previous owner repaired them as a condition of the sale suggests that 
a cursory inspection would have identified their presence. The FHA 
certification process would probably prevent most of these problems 
from becoming potential claims for an HIW program limited to the FHA sector - 
However, a program open to the non-FHA sector woxald have to consider some 
minimal type of inspection to prevent such problems from becoming a potential 
source of claims. 

The higher FHA rate probably also reflects presale repairs and 
improvements required as part of the FHA appraisal and certification process, 

2/ 

This assumes that only one problem of each type was repaired. More 
than one type of problem could have been repaired, but this does not affect 
the problem rate as calculated. 



FHA 


One-Year Coverage Two-Year Coverage 

S SM SMA S SM SMA 


Lower-Bound Estimates of 


Rates with Detailed Inspection 
(Percent Decrease)-^'^ 

• 20 
(28) 

.33 

(37) 

.40 

(40) 

• 23 
(28) 

.41 

(38) 

.50 

(40) 

Rates with Cursory Inspection 

• 28 

.53 

.68 

.33 

.65 

.83 

Rates with No Inspection 
(Percent Increase)— 

• 35 
(24) 

.63 

(19) 

.80 

(18) 

.40 

(23) 

.77 

(19) 

.98 

(18) 

Non-FHA 







Lower-Bound Estimates of 

Rates with Detailed Inspection 
(Percent Decrease)— 

.07 

(42) 

.15 

(49) 

.22 

(47) 

.09 

(40) 

.20 

(48) 

.28 

(48) 

Rates with Cursory Inspection 

.12 

.30 

.42 

.15 

.38 

.53 

Rates with No Inspection 
(Percent Increase)— 

.25 

(106) 

.48 

(62) 

.65 

(53) 

.30 

(97) 

.59 

(53) 

.79 

(49) 


—'^Compared to rates with cursory inspection* 





PROBLEMS COSTING $50 TO $100, BY PROBLEM TYPE 


OVER THE TWO-YEAR PERIOD 




Problem Type 




Main 

Structure 

Mechanical 

Systems 

Appliances 

other 

Total 

blem Rate for 
) to $100 Repairs 

.19 

.47 

.07 

.11 

.84 

•blem Rate for all 
•blems over $50 

.52 

.79 

.17 

.19 

1.67 

‘cent Increase over 
►0 Problem Rate^ 

58 

147 

70 

138 

101 

•HA 






•blem Rate for 
) to $100 Repairs 

.15 

.45 

.07 

.11 

.78 

•blem Rate for all 
•blems over $50 

.30 

.68 

.13 

.20 

1.31 

‘cent Increase over 
lO Problem Rate5/ 

* 

100 

196 

117 

122 

147 


:omputed as Row 1 


Row 2 - Row 1 





structure 


.26 


.08 


Roof 

Walls r ceilings, floors 

Foundation 

Porches, garages 


.07 

.03 

.09 

.03 

.04 

.01 

.06 

.01 


Mechanical Systems 


.20 


.09 


Plumbing 

Heating/Air conditioning 
Electrical 


09 

.04 

04 

.03 

07 

.02 


Appliances 


.02 


.02 


Other 

Septic, sewerage, 
water systems 


.03 


.01 


Total 


.51 


.20 



FEASIBLE HIW PROGRAM OPTIONS 


The legislative mandate for the current study included an 
investigation of the "cost and feasible structure of a national home 
inspection and warranty program." This chapter draws upon the results 
of the previous research to analyze the feasibility (in terms of revenues 
being sufficient to cover costs) of alternative HIW programs, with regard 
to such important issues as breakeven prices, participation rates, claims 
rates, and administrative costs. Section A belov; describes the way in 
which the feasibility of alternative program options was examined, while 
Section B reports the results of the analysis. Finally, Section C dis- 
cusses the degree to which the results of the basic analysis were sensitive 
to the assumptions on which the analysis was based. 

A. KEY ASSUMPTIONS OF THE ANALYSIS 

The following discussion provides an overall summary of the way 
in which data from the Demand Suirvey, tfhe Needs Survey, and the review of 
existing public and private programs were combined in order to determine 
the feasibility of alternative HIW programs. Additional details concerning 
the procedures used in this work appear in Appendix F. 

1. Analytical Techniques Used to Simulate Programs 

The task of examining feasible program options was complicated by 
the fact that there is a simultaneous relationship between costs and 
participation. On the one hand, both administrative and claims costs for 
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premium levels, and to develop program cost estimates \inder various 
assumptions about participation rates. For any given program option, it was 
then possible to search over possible combinations of premium levels and 
participation rates in order to find a breakeven price at which the revenues 
which would be generated would be approximately equal to the costs of running 
the program. 

Implementation of this approach to determining program feasibility 
required the use of a large number of assumptions about such factors as 
claims rates and participation rates and costs. The sections below describe 
the way the results of the research reported in Chapters II-IV were used to 
develop these assimtptions. 

2. Assumed Administrative Context 

All of the simulations reported below assumed that in operating an 
HIW program, HUD would make use of decentralized administrative procedures, 
with the bulk of the administrative work taking place in HUD area offices 
and with reviews of disputed claims decisions being handled at the regional 
office level. This assumption is based on HUD's current pattern of 
decentralized program administration for most of its other programs, 
including the Section 518 program and the overall FHA insurance program. 

In the simulations of coverage Options S, SM-1, SM-2, and SMA, it 
was assumed that these programs would operate in a fashion similar to that 
of existing inspection-type private HIW programs. As described in Chapter II, 
these private programs involve presale inspection of the repair problem. 
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for example, to that now performed by real estate agents selling warranties 
through Electronic Realty Associates, Inc. In addition, it was assumed that 
no separate validation inspection would be included in the claims processing 
procedure, but, rather, that .service personnel would be dispatched directly 
to the home by the program in response to reports of repair problems. Finally, 
it should be noted that in the development of cost assumptions for all of the 
simulation work, it was assumed that an HIW program run by the government 
could be operated at approximately the same level of efficiency as that 
characterizing existing private programs. 

^ • Demand Assumptions 

Estimated HIW participation rates for the feasibility analysis 
were based on the data from the Demand Survey reported in Appendix D. 

Using this data, which showed demand at three prices, demand curves. were 
constructed by linear extrapolation, i.e., for any given price, the 
demand curve corresponding to that price was assTomed to be the straight 
line passing through the two known points on the curve closest to the 
price in question. Separate estimates of participation rates were 
made for each of six market segments defined by FHA status and age of 
house. 


— Age of house was chosen as the basis of the categorization of 
households into market segments because, as discussed in Chapter IV, 
claims rates appear to be more affected by age of house than by any other 
household or building characteristic. 


of total existing sales volume for FHA and non--FHA homes for that year were 

derived from an econometric model developed by Kenneth Rosen and Dwight Jaffee 

2 / 

of Princeton University.— Demand Survey data from Appendix D, Taibles D.l- 
D.IO were used to distribute existing home sales totals among age of house 
categories. In the analysis involving mandatory FHA programs, FHA participate 
totals were adjusted downward to reflect the possibility of households 
choosing not to use the FHA program in order to avoid the necessity of 
purchasing HIW protection. This adjustment was made by using the Demand 
Survey data, in which 13 percent of the FHA sample indicated both that they 
could have financed their homes without FHA insurance, and that they would 
not have applied for FHA financing if an HIW program had been required. 

4. Claims Rates and Claims Costs Assumptions 

For HIW plans offering coverage only of mechanical systems and 

appliances and involving only a cursory inspection of the home, the 
feasibility analysis assumed that claims rates would be those shown in Appen- 
dix F, Table F.IO. These claims rates are based on a tabulation of problems 
which were considered eligible for HIW coverage and which were not known 
to the home purchasers before they bought the house- Problems known before 
purchase were excluded in this work on the assumption that such problems 

1978 estimates were used rather than historical data in order to 
approximate as closely as possible the conditions which would exist by the 
time an actual HIW program was enacted and implemented. 

2 / 

— The model and forecasts are proprietary information and are 
available on a subscription basis through Interactive Data Corporation, 
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associated with the simulated MA option. 

In the case of HIW Options S, SM-1, SM-2, and SMA, which involve 
a more careful inspection of the home than does the MA program, claims rates 
based on Table F.IO would, in all likelihood, be an upper bound of the 
rates which would actually be observed in such programs, since the inspection 
accompanying these programs would reveal (and therefore exclude from HIW 
coverage) some problems which were not known to the purchaser. An alternative 
way of estimating the claims rates is to exclude problems which were described 
by survey respondents as involving components of the home which were relatively 
old and which might therefore have been expected to fail in a short period 
of time. Claims rates estimated in this way are presented in Table F.12. 

These claims rates, however, probably represent approximate lower-bound 
estimates of the numbers of claims which would be observed in the HIW 
program, since it is unlikely that all old components of the home would 
be excluded during the HIW inspection process. The estimates of claims 
rates for the S, SM-1, SM-2, and SMA options used in the analysis were 
the averages of the upper-bound estimates of Table F.IO and the lower- 
bound estimates of Table F.12. These must be regarded as only approx- 
imations. of the true rate which would be observed in an ongoing program. 

'^'^There is an additional reason why the claims rates and claims costs 
estimates described in the text must be viewed as only approximations of the 
actual rates and costs which would be observed in an HIW program. Age of 
house was asked in the Needs Survey with regard to the age of the home at the 
time of the survey. Therefore, since homes in the Needs Survey were bought 
approximately two years prior to the survey, the age of -house intervals into 
which the sample was divided were distorted. For example, the category ’’less 



costs of problems represented in Table F.ll were averaged with those 
represented in Table F.13. In performing the analysis, the relevant 
deductible amounts were subtracted from the average costs in estimating 
repair costs for the HIW programs. 

5. Administrative Costs 

Administrative costs were aggregated into four categories for the 
feasibility analysis: enrollment costs, presale inspection costs, claims 
processing costs, and central office staffing costs. The first of these 
categories was defined to include the clerical time required to process 
application foms, as well as the time and supplies needed to set up the 
necessary files. Expenses involved in collecting premium payments were 
also included. 

Ihspection costs included the expenses associated with inspecting 
the property before issuance of the warranty. This included not only time 
spent actually performing the inspection, but also time and costs associated 


the Demand Survey, which was administered to more recent home purchasers. 
Because some respondents could only give an intervalized response to the age 
of house question (see Question 153a of the Needs Survey) , it was impossible 
to correct precisely for this difficulty in the analysis. Since this two-year 
discrepancy between surveys in the age of house variable is a relatively small 
one, however, it is extremely unlikely that it represents a serious problem 
for the analysis. Nevertheless, it is another reason why the claims rates 
and costs by market segments estimated in the feasibility analysis must be 
viewed as only approximations of those which would actually be observed in an 
ongoing program. 


JUJkl UXiC; V^CXUCV^WJ. jr — V.*Jk.(;AJk.UI>9 m X-UtlV/AX'^ 

ire clerical time, the cost of validation inspections if they were used 
L the program, the costs of reimbursing homeowners for repair expenses if 
pairs were arranged directly by the homeowner, and the time involved. in 
isolving disputed claims. 

Finally, central-office staffing costs included the costs of setting 
) a staff at the HUD Washington office to monitor the program and correct 
•oblems as they developed. Direct supervision of field personnel involved 
.th the program is not included in this category but, rather, is subsumed 
L the three previous functions. 

Assumptions about each of these four categories of costs were made 
i the basis of the current experience of private HIW fiirms and of the HUD 
iction 518 program* A complete discussion of the exact assumptions which 
‘re used and of how they were developed is given in Appendix F. In general, 
irollment costs were assumed to be approximately $10 or less, depending 
i the exact type of HIW program which was simulated. Presale inspection 
)sts, which depend on program coverage, were assumed to range from approx- 
lately $35 to $65 for the non-FHA sector of the market. Somewhat smaller 
itimates were used for the FHA sector, on the assumption that such 
ispection activities could be combined partially with the current FHA 
>praisal-"inspection process. On the basis of the experience of the 
‘Ction 518 program, claims processing costs were assumed to be approximately 
►5 per claim for programs involving a validation inspection. Lower costs 


would not normally involve a validation inspection which was separate 
from the actual repair of the defect. Finally, the costs of staffing the 
central office were assumed to be between approximately $100,000 and 
$200,000, depending on the exact nature of the program which was simulated. 

(It should be emphasized that these central staffing costs include only 
Washington staff and do not include field supervisory time.) 

6. Limitations of the Analysis 

Before presenting the results of the simulation analysis, it may 
be useful to review briefly the limitations of the methodology on which 
these results are based. As discussed above, the feasibility analysis was 
developed by drawing upon the survey work and upon the review of existing 
programs, to make a large niomber of assumptions about program characteristics 
and program costs. While the assumptions which were made are consistent 
with the best available current information about HIW programs, it must 
be recognized that like all survey data, the information used as the basis 
for the analysis is subject to error resulting from such factors as sampling 
varicuice and inaccuracies in respondent answers to questions. Some error 
in the assumptions may also result from limitations inherent in the study's 
retrospective approach to data collection, which was made necessary by the 
short time duration of the research (see Chapter VI) . Therefore, 
while the feasible program descriptions reported below can be 
regarded as the best estimates now available of the characteristics of 
alternative HIW programs, they must be interpreted with the understanding 
that there is the possibility of a considerable range of error in the estimat 



B, FEASIBILITY OF ALTERNATIVE PROGRAM OPTIONS 


The feasibility analysis began with an examination of a voluntary 

SM-2 type plan limited to the FHA sector of the market. SM-2 coverage 

was chosen as the starting point for the analysis, since it is the coverage 

which most directly corresponds to that specifically mentioned in the 

legislation mandating the research. In particular, this coverage would 

extend for a two-year period, and it would cover the structural components 

and the mechanical systems of the house, both of which affect the ’’use and 

liveability" of the dwelling unit. A voluntary program was considered 

because it would maximize the number of options available to housing 

consumers. The results of the feasibility analysis for this program are 

described in Section 1 below. In addition. Section 1 considers a number 

of other voluntary programs limited to the FHA sector. Subsequent sections 
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then discuss the feasibility of alternative types of HIW programs.—' 


— ^Exact definitions of the alternative coverage options considered 
in the analysis are given in Chapter III. 

2 / 

— This research was undertaken on the basis that an HIW program 
was defined to be feasible at a given price (1) if revenues generated at 
that price were at least equal to program costs, and (2) if for at least 
one of the market segments included in the analysis, participation rates 
were 5 percent or more of the eligible population. Breakeven prices were 
estimated to within $5 of their exact value, and, in reporting the results 
of the analysis, the breakeven price shown for each program is the lowest 
price divisible by $5 for which revenues are greater than or equal to costs. 
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was fovind in the analysis to be infeasible. The price which would have to be 
charged in order to cover costs in such a progrcim would be so high that 
participation rates would be reduced to the point where they would be 
insignificant. In particular, it was found that, given the claims rates 
and claims costs which could be expected under such a program, the expected 
value of direct claims costs alone would exceed $225 per warranty, and 
administrative costs could be expected to add at least another $100 to the 
necessary price of such a program. The participation rates which would 
be observed at prices in this range would be so low that they would make 
the program infeasible. 

Not only was voluntary SM-2 coverage for the FHA sector found to 
be infeasible, but none of the other program options involving coverage 
of structural conponents of the house was feasible as a voluntary FHA-only 
program, either. Given the average claims rates and claims costs for 
structural repairs for FHA homes, the cost of providing structural coverage 
in this sector is too high to make such coverage feasible on a voluntary 
basis. 

Only MA. coverage, which does not involve structural components of 
the home, was feasible as a voluntary FHA sector program. Estimated 
detailed characteristics for such a program are shown in Table V.l. 

As shown in the table, the estimated breakeven price for such coverage 
was $165, and claims rates would average about .74 claims per warranty, 
while this program was feasible, however, participation rates were 


extremely low — only about 6 percent for the FHA sector taken as a whole. 
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homes, the simulated program shown in Table V.l would not meet this 
objective. Also, since MA coverage does not include structural components 
of the home, it could not be expected to cover all defects "seriously 
affecting the use and liveability of the home." 

The implication of the above analysis of voluntary FHA programs 
limited to the FHA sector is that there is no such program which both would 
be feasible and would fully respond to a desire to provide protection for 
all serious home defects. In particular, the expected costs of structural 
repairs for FHA sector programs are so great that no voluntary program would 
be able to cover structural components of the house and still be feasible. 

While vol\intary FHA programs which meet the legislative mandate 
are not feasible, however, there are a number of alternative ways of 
structuring HIW programs so as to increase their feasibility. These include 
(1) making an HIW program mandatory for the FHA sector; (2) subsidizing 
the program; and (3) opening the program up to the non-FHA sector of the 
market, as well as to the FHA sector. These possibilities are considered 
in the sections below. 

2. Mandatory Programs Limited to FHA Sector 

In order to meet Congressional concern ,fdr providing HIW coverage 
for FHA homes, one possible alternative would be to make such protection 
an integral part of the FHA insurance program — i.e., to make it mandatory. 

A mandatory program limited to the FHA sector would be feasible for any 
of the five coverage options. Under such a program, high participation 


mated to seek alternative means of financing in order to avoid having 
purchase HIW protection. It should be noted, however, that the require- 
t that all FHA households purchase HIW protection in these simulations 
essential for obtaining these high participation rates. The effect of 
h a program would be to require the participation of a substantial 
ber of homeowners who would not otherwise purchase HIW protection, since 
hout the requirement, only a small minority of FHA households (less . 
a 5 percent in all cases) would choose to participate in the programs 
the range of the estimated breakeven prices. 

As shown in Table V.2, breakeven prices for mandatory FHA-only 
grams are estimated to range from $145 for MA coverage to $355 for 
SMA alternative. The relatively low price for the MA option reflects 
fact that, while claims rates are relatively high for this coverage, 
rage repair costs are considerably lower for this option than for any 
the others. This is the case both because high-cost structural repairs 
not covered in this option and also because approximately half the 
blems covered under MA are in the $50 to $100 range - 

Also important in comparing prices across programs is the relatively 
11 additional cost of extending an SM-1 program for a second year, 
estimated price for SM-1 is $285, while that for SM-2 is $340 — only 
percent higher. There are two important reasons why breakeven prices 
lot increase proportionately with length of coverage. One is that the 
Lnistrative costs associated with the initial enrollment of households 
3 the HIW program and with the presale inspection of the home do not 
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cost per claim is reported net of the program deductible which has already been subtracted out. 


is possible to offer a two-year HIW plan at an average price per year which 
is considerably below that of a one-year program. 

The simulation results shown in Table V.2 can also be used to 
assess the efficiency of the various types of coverage in accomplishing 
the basic objective of an HIW plan — i.e., to reimburse homeowners for 
expenses associated with unforeseen repairs. For most of the programs 
involving structural coverage, total repair costs associated with claims 
make up approximately 65 to 70 percent of total costs. This implies 
that for every dollar spent on the program, approximately 65 to 70 cents 
is actually used to pay for repairs, with the remaining portion being 
spent on various types of administrative costs, including inspections and 
claims processing. For the MA program, the fraction of total costs devoted 
to actual repairs is somewhat higher, approximately 80 percent, reflecting 
the fact that both the presale inspection and the processing of claims 
are somewhat less expensive in this type of program. 

3. Subsidized Voluntary Plans Limited to the FHA Sector 

An alternative approach to broadening HIW participation rates would 
be to subsidize such programs. A subsidy of $100 per warranty would be 
sufficient to make voluntary programs limited to the FHA sector feasible 
for each of the five coverage options considered in the analysis. While 
such a siibsidy would make these programs feasible^ the estimated 



rise to more than 20 percent of the total fha population, as snown in 
Table V.3, the breakeven prices for these subsidized programs would rainge 
from $60 for Option MA to $275 for Option SMA. 

4, Extending Coverage to the Non-FHA Sector 

Another alternative way of making a voluntary HIW program feasible 
would be to make the program available to the non-FHA sector of the housing 
market as well. As shown in Table V.4, a voluntary program which was 

available to both FHA and non-FHA households would be feasible for each 
of the five coverage options considered in the analysis. The principal 
reason why programs involving structural coverage would be feasible in this 
case even though they are not feasible in the FHA-only case is that/ as notec 
in Chapter IV, claims rates and costs are considerably lower in the non-FHA 
sector than they are in the FHA sector. Opening an HIW program to the 
non-FHA sector, therefore, essentially results in a cross-subsidy from 
the non-FHA sector to the FHA sector. This is evident in Table V.4 
from the fact that for all of the programs involving structural coverage, 
revenues exceed costs in the non-FHA sector, while the reverse is true 
in the FHA sector of the market. 

While voluntary programs open to both sectors are feasible, 
participation rates remain low (under 12 percent) for all program 
options. Therefore, simply making coverage available to all home purchasers 
would not in itself be sufficient to guarantee that the majority of FHA 
homes would be covered by HIW protection. A final program variation for 
accomplishing this objective would be to open an HIW program to both FHA 
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SECTORS WITH FHA PARTICIPATION VOLUNTARY 





indicates no feasible solution at which more than 5 percent of any market segment would purchase a warranty. 
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sector. Despite these lower prices, however, it remains true that the 
great majority of FHA households who would participate in such a mandatory 
plan would only do so because of the mandatory requirement. 

C. EFFECTS OF ALTERNATIVE ASSUMPTIONS 

The feasible program simulations reported above are based on a 
large number of assumptions concerning the factors which could effect program 
viability. Therefore, it is important in assessing the reliability of these 
results to determine the degree to which they are dependent upon these 
assumptions. This analysis is presented below. 

The sensitivity analysis was conducted by altering key parameters 
concerning each of the three main categories of assumptions which were used 
in the basic feasibility analysis — i.e., assumptions about claims rates 
and costs, assxamptions about demand, and assumptions about administrative 
costs. Section 1 describes the alternative assumptions which were used 
in the sensitivity analysis, and Section 2 presents the results of this 
work. 

The simulations reported below were done for FHA- sector HIW plans 
involving SM-2 coverage, SM-2 coverage was chosen for this analysis both 
because this coverage corresponds with that identified in the legislation 
authorizing the study and also because SM-2 plans were found in the basic 
feasibility analysis to have relatively high participation, FHA sector 
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Claims Rates Assumptions . The basic policy simulations of HIW plans 
involving detailed inspections were based on the averages of two different 
tabulations of Needs Survey data — one which can be regarded as providing 
upper'-bound estimates of claims rates, and a second which reflects lower- 
bound estimates. Therefore, to assess the sensitivity of the results to the 
claims rates assxjmptions , simulations of both a voluntary SM-2 plan for 
the FHA sector and also a mandatory SM-2 plan for the FHA sector were 
performed by using the upper-bound and lower-bound claims rates tabulations 
(see Appendix F, Tables P.IO and F,12). Repair cost estimates were based on 
the same Needs Survey tabulations used to calculate the claims rates (Tables 
F.ll and F.13) , 

Demand Assiomptions . HIW program participation rates were 
estimated in the basic analysis on the basis of proportions of Demand 
Survey respondents who reported that they were ’’absolutely certain" to 
purchase the HIW plans tested in the survey at various prices. As dis- 
cussed more fully in Chapter III, however, respondents who characterize 
themselves as "very likely" to buy an HIW plan are also of interest, since 
this demand concept may indicate possible shifts in demand curves which 
could occur as the public increases its awareness of and experience with 
HIW programs. Therefore, the feasibility analysis was repeated by using 



performed using higher and lower administrative cost figures. The 
exact variations used for each individual component of administrative 
costs depended on the sources and apparent reliability of the initial 
estimate used in the feasibility analysis; but, in general, costs were 
varied by between 25 and 50 percent in this work. In addition, in 
performing the high-cost simulations, the assumption was made that presale 
inspections for an HIW program would have to be done by HUD personnel 
other than those doing appraisals and that inspection costs would 
therefore be the same in the FHA sector as in the non-FHA sector. 

Table V.6 shows the specific changes in administrative cost estimates 
which were used in the high-cost and low-cost simulations. 

2. Results of Sensitivity Analysis 

Claims rates assumptions . Several of the results of the basic 
feasibility analysis reported in Section B are quite dependent on claims 
rates assumptions. In particular, as shown in Table V.7, the finding 
of the basic analysis that an SM-2 program option involving structural 
coverage would not be feasible as a voluntary FHA-only program does not 


— Sensitivity analysis was also conducted by varying a second 
demand-related assumption. Rather than assuming linear demand curves, 
log-linear demand curves were employed in order to allow for possible 
curviture in the demand relationship. The results of this work have not 
been reported in the text because varying the assumed shape of the 
demand curve was not found to have any significant effect on any of the 
conclusions of the analysis. 



irollitient coi^ts 
resale inspection costs 
Laims processing costs 
sntral office staffing costs 


High Cost 

Low Cost 

Assumptions 

Assumptions 

+ 50% 

-50% 

+140%-'^ 

-25% 

+ 25% 

-25% 

+ 50% 

-50% 


— As discussed in the text, this high chainge represents changed 
ssumptions regarding whether the inspection could be performed by the 
ame staff person performing the FHA appraisal. 


SIMULATIONS USING HIGH AND LOW CLAIMS RATES 
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Altering claims rates assumptions also significantly affects the 


breakeven price for a mandatory SM-2 plan. As shown in Table V.8, 
use of upper-bound claims rates results in a breakeven price of $405, 
some 20 percent higher than that estimated in the basic .analysis : When 
lower-bound claims rates estimates are used, the breakeven price drops 
to $270. 

The implication of these findings is that the exact results of 
the basic analysis must be used with some caution. In some cases, 
programs which were found in the basic analysis to be infeasible may in 
fact be feasible if lower, but still plausible, claims rates are assumed - 
Similarly, use of lower-bound or upper-bound estimates of claims rates 
may change the breakeven prices of programs by as much as 20 to 25 percent. 

It should also be noted, however, that the basic conclusions 
drawn from the feasibility analysis remain essentially unchanged after 
altering the claims rates assumptions as discussed above. In particular, 
while a voluntary FHA-only program becomes feasible with lower claims 
rates, participation rates nevertheless remain relatively low. Thus, 
it remains true that such a program could not be expected to ensure that 
most FHA homes were covered by HIW protection. Similarly, while the 
price changes noted above are not trivial, these changes are only 
about 25 percent. Thus, the basic order of magnitude of the estimated 
breakeven prices is not affected by the changed claims rates assumption. 


MANDATORY SM-2 PLAN LIMITED TO FHA SECTOR 
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at which more than 5 percent of any market segment would purchase a warranty. 



the higher estimates of demauid described in Section 1 are used. As 
Lown in Table V.9, the breakeven price for such a plan is approximately 
45. While such a program is feasible, participation rates 
main quite low — fewer than 15 percent of all eligible households are 
timated to participate in such a program. Thus, the changes in the 
mand assumptions do not alter the basic conclusion that the great 
jority of FEA home buyers would not choose to participate in a voluntary 
W program. 

Administrative cost assumptions . As shown in Table V.IO, use of 
gher administrative cost assumptions results in an increase of $65 
the cost of a mandatory SM~2 plan limited to the FHA sector of the 
rket. The corresponding price decrease associated with the use of 
wer administrative cost assumptions is $30. The principal reason why 
e estimated increase is much larger than the estimated decrease lies 
, one of the assumptions made for the high-cost analysis; that 
spections in the FHA sector would have to be done by personnel other 
an regular FHA appraisers. As indicated by the changes in the breakeven 
ices, the increased costs associated with using separate personnel 
e very substantial. 

In addition to simulating a mandatory SM-2 plan with altered 
ministrative cost assumptions, an attempt was also made to perform such 
mulations for a voluntary SM-2 plan limited to the FHA sector of the 
rket. It was found in this work, however, that the altered cost 
sumptions did not affect the basic conclusion that a voluntary SM-2 


USING MORE INCLUSIVE DEFINITION OF DEMAND 
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N.S. indicates no feasible solution at which more than 5 percent of any market segment would purchase a warranty. 



SIMULATIONS USING HIGH AND LOW ADMINISTRATIVE COST 
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feasible solution at which more than 5 percent of any market segment would purchase a warranty. 





ainalyses to examine a number of key factors related to the development 
of future federal policy concerning HIW programs. Section A brings 
together the principal results of the previous four chapters as they 
apply to the question of whether there is a need for a public HIW 
program. Section B examines issues related to the features which a 
public HIW program, if desirable, should incorporate. Section C 
discusses some of the potential impacts of a public HIW program, 

A. NEED FOR AN HIW PROGRAM 

Determination of the need for a public HIW program is a two- 
fold process in which a set of objective conditions concerning the 
incidence of housing defects, consumer preferences, and the availability 
of private market alternatives must be integrated with the subjective 
evaluation of policymakers concerning the degree to which it is in the 
public interest to protect home buyers against unanticipated expenses. 
This research addresses the first step in this process: the factual 
basis upon which a final deteinnination can be made. 

The Needs Suirvey data suggest that while there is some possi- 
bility of a purchaser .of an existing home experiencing a very large loss 
of $1,000 or more from unexpected repairs, the losses incurred by the 
large majority of buyers are much more modest. In particular, the data 
show that fewer than half of all purchasers of existing homes experienced 
an unanticipated problem costing $100 or more within the first two years 


FHA sector ( • 36) , but in both cases about half of these problems wou 
cost less than $400 to repair. Although there is some risk that hou 
holds will incur repair expenditures over $1,000 per household, such 
are likely to be experienced by less than 15 percent of the homeowne 
in the FHA sector and less than 8 percent of homeowners in the non-F 
sector. The average expecte‘d loss over the two years after purchase 
due to unanticipated repairs in the FHA and non-PHA sectors is $441 
$255, respectively. 

The majority of owners in both the FHA and non-FHA sectors c 
not consider the risk and expected costs of unanticipated problems t 
be outside their capacity to self-insure against such problems. Alt 
about 38 percent of the families surveyed in each sample expressed c 
active demand for at least one of the five plans tested, no single f 
attracted more than 14 percent of the households at prices which woi 
be necessary for premium revenues to just cover program costs. Home 
owners were more interested in purchasing a detailed inspection thar 
purchasing most of the warranty plans tested, but the demand for sue 
inspections is less than 13 percent of the market. 

This preference for self-insuring may be quite rational whei 
the expected benefits and costs are compared. A comparison (see 
Table VI. 1) of the prices of several feasible HIW programs and the 
expected value of payments from claims under each plan shows that ii 
general the prices of such plans exceed their average returns by a 


HIW Plan 

Price 

Expected Receipts 
From Claims 

S 

$190 

$137 

SM-l 

285 

177 

SM-2 

340 

226 

SMA 

355 

236 

MA 

145 

116 


Note: This table is based on feasible simulations reported in 
Table V.2. Expected receipts per claim were computed by 
multiplying valid claims rates by the repair cost per 
claim, less the deductible. 




such warranties are, on average, paying a substantial cost in ordej 
protect themselves from the relatively small possibility of very 1< 
unexpected repair expenses. It should be noted, however, that evei 
though premium costs exceed the expected .payments of the plans, th( 
benefit of eliminating the small risk of a very large expense may i 
HIW programs worthwhile for some home buyers. 

An additional factor which must be considered in assessing 
need for a federal HIW program is whether the existing market can 
satisfy the demand. While overall demand was low, homeowners tend< 
favor coverage of structural and mechanical components of the hous( 
coverage of appliances. These preferences are in contrast, to the : 
and projected growth patterns of the two types of firms in the exi* 
private HIW industry. It appears that this contrast results from ^ 
fact that the service contract type of warranty is a product desigj 
to appeal primarily to the preferences and concerns of sellers and 
realtors. Consequently, the growth of these firms depends only pa: 
on the overall preferences of buyers. 

The potential for marketing HIW plans to home sellers was < 
briefly in the Demand Survey by asking homeowners whether they wou! 
purchase an HIW program if, as home sellers,, their real estate age^ 
asked them to do so. About 59 and 50. percent of the FHA and non-F: 
samples, respectively, expressed a willingness to accede to such a 
request. While this is only a very crude measure of actual behavi^ 


among home sellers. 


The relatively slower growth of the existing inspection-type 
firms does not, in itself, suggest that such programs are less attuned 
to the homeowner's needs for protection. In fact, the results of the 
Demand and Needs Surveys suggest that to the extent that any kind of 
HIW protection is desired, the coverage offered by these programs does 
address the preferences and needs of homeowners quite accurately. 

The past growth of these programs appears to have been limited by 
several factors, including the basic low levels of HIW demand at feasible 
prices, the relatively low level of buyer awareness of this service, 
seller and real estate agent resistance to inspections, and the problems 
of developing a network of trained inspectors- It is not possible to 
say how important these constraints will continue to be in the next 
several yeaxs, but the future performance of several new inspection- 
type programs which have recently entered the market should provide a 
better view of the growth potential for this segment of the HIW industry. 

B. ISSUES IN DESIGNING PUBLIC HIW PROGRAMS 

The general low levels of demand and the sensitivity of demand 
to price impose significant constraints on the design of a feasible 
public-sector HIW program. If policymakers determine that there is a 
need to develop such a program, decisions must be made concerning such 
key design factors as scope of coverage, length of coverage, voluntary 



1. Scope of Coverage 


One very consistent finding of the study, which would be a 
significant factor in setting up an HIW program, is the importance of 
structural and mechainical systems coverage. These types of problems 
comprise 60 to 70 percent of both the total number of major problems and 
total costs of repairs incurred within two years after the purchase of 
a house. Almost all of the owners in both the PHA and non-FHA samples 
reflected concern for these risks by ranking them either first or second 
as the most important focus of an HIW program. 

2. Length of Coverage 

To the extent that HIW coverage is desired at all, there is a 
strong preference among home purchasers for extending this coverage over 
several years. Furthermore, the Need* Survey data suggest that such 
coverage could be extended relatively inexpensively. More than 60 
percent of respondents in both samples want multiyear coverage, while 
80 percent of the unanticipated problems which occur within two years 
after purchase are incurred in the first year; 55 percent are incurred 
in the first six months. 

Extension of coverage can be provided in two ways. Renewability 
of existing one-year warranties provides extended protection as an 
optional feature of the program. However, as representatives of existing 



cu itsuuue vue puT^enuiai. tor inoreasiuyxy nign 


claims costs - 

An alternative is to initially set up the program for more 
than one year. An HIW program designed for a two- or three-year 
coverage period appears likely to have maximiam appeal to homeowners, 
with a minimum risk for the program itself. The sharp decline in 
the frequency of problems occurring in the last half of the first 
year and in the second year after purchase suggests that problem 
rates in the third year are unlikely to be any higher than those 

of the second year, and may be even lower. This would allow the 
relatively high claims costs of the first year, plus the administrative 
costs of performing the inspection, to be spread over a longer period 
and to be supported by the revenue of the relatively profitable second 
and third years. Although total costs of the program increase, the 
average annual cost declines. 

3. Payment Schedules 

Although the data show a fairly strong sensitivity of HIW demand 
to price, it is not clear how dependent demand is on the form of the 
payment schedule. No clear preference for a monthly, quarterly, or lump 
sum payment was noted in the Demand Survey.—^ However, since about 

—'^Demand for various HIW programs was not tested against prices 
expressed in monthly terms primarily because of the methodological 
difficulty of measuring changes in preferences for small marginal changes 
in price. Only a general question on the payment mechanism was asked. 


Survey, only if a substantial number of home buyers base their parti 
decisions on current marginal costs rather than on total costs. Whi 
direct evidence pro or con can be offered, the resistance of buyers 
the relatively small FHA insurance fee and the practice of shopping 
for small differences in mortgage interest rates suggest that consum 
are concerned about total costs even when monthly charges are quite 
An easy payment schedule cannot be assumed to significantly increase 
level of demand for HIW programs. 

The private programs have operated in terms of a lump sxm p- 
primarily out of necessity. Most deal with the seller where a lump 
payment at closing is the most efficient mechanism possible. Furth 
more, an extended payment schedule for home buyers is plausible onl 
the program can bear the administrative cost of frequent billings, < 
if an efficient tie into the mortgage payment is possible. Private 
programs have not had the resources to devote to either financing a 
payment schedule or developing the institutional relations with len 
that would allow integration of the warranty cost with monthly mort 
gage, insurance, and tax charges. A public program could, however, 
overcome these constraints and thus have substantially more flexibi 
in designing a program attractive to the widest possible market. 

4. Mandatory vs. Voluntary Participation 

The preference for self-insurance and the price sensitivity 

!v 

noted in the demand analysis virtually preclude the feasibility of 


programs open to FHA- and non- FHA- insured houses can be feasible, but 
participation rates are likely to be very low. If the protection pro- 
vided by an HIW program against unanticipated housing problems and repair 
expenses is believed to be a necessary and important public goal, a 
voluntary program cannot be relied upon to fulfill that goal for more 
than a few families. Other mechanisms to encourage participation are 
needed. One means, a price subsidy, was tested but results indicate 
that the success in increasing participation would be very limited. 

A $100 subsidy for Option SM-2 only increased participation to 9 percent 
of the FHA market. Mandatory participation is the only way to ensure 
the widespread use of HIW protection at a reasonable price. 

Mandatory participation has the additional advantage of elimi- 
nating any potential for adverse selection, caused by home buyers with 
high risks of claims also being the most likely participants in a 
voluntary program. Adverse selection is a potentially serious problem 
because it works against the insurance principle of risk pooling. The 
evidence from the Demand and Needs Surveys suggest that in practice 
adverse selection across households with different market character- 
istics such as income, house price, and age of house may not be a 
serious problem since the analysis of demand noted little variation 
in demand by household characteristics. This suggests that program 
participation would be random and thus would not necessarily be 
associated with the probability of having a claim. The danger of 


tory. However, as noted in Chapter III, there was a tendency for j 
who had recently experienced problems to express a higher demand fc 
options than people who had not experienced problems. This suggest 
that, within market segments, households facing the highest risks n 
be more attracted to a voluntary program and thus some adverse sel€ 
is possible. 

5. Inspections 

There is considerable debate among proponents of the varioi 
existing HIW plans about the role and nature of inspections. Repr( 
tives of the service contract type programs argue that detailed in; 
are very costly, pose problems of adequate quality control, and an 
viewed with reservation by the sellers and real estate agents beca 
they highlight negative aspects of the house. Moreover, they argu 
that many of the problems which do occur are not subject to consis 
tent detection through an inspection. Representatives of the ins£ 
type programs, however, point out that an inspection is the only v 
to ensure full and complete disclosure about the condition of the 
house, so that all parties to the sale (seller, agent, and buyer) 
have equal information. They also argue that coverage of structu: 
elements in a voluntary HIW program would be subject to serious 
adverse selection problems without some type of screening inspect: 

•^^Conclusions about adverse selection based on the current 
must of necessity be tentative, since in a one-time study there is 


inspec-cion, dut: racner aeraxieo versus cursory inspection* Among existing 
private HIW firms even the service contract type programs involve some 
type of implicit or explicit cursory inspection to limit the potential 
for adverse selection. Under a maindatory program, the possibility of 
adverse selection is eliminated; but some cursory level of inspection 
is still necessary to prevent claims on home components which are 
obviously defective at the time of purchase. As noted in Claapter 
IV (Table IV. 14), lack of even a cursory inspection could increase 
claims rates by 18 to 24 and 46 to 106 percent in the FHA and non- 
FHA markets, respectively. 

Detailed inspections also provide information on potential pro- 
blems and required maintenance, in addition to defining warranty coverage. 
This information function is a desirable service in its own right. 

The experience of the private fims who sell four to five times more 
inspections than warranties and the demand analysis in Chapter III 
confirm the importance of inspections as a separate product. 

A key determinant in resolving the debate is the cost- 
effectiveness of inspections in minimizing claims rates. While only 
a formal evaluation of problem incidence under various types of 
inspection processes can completely resolve the question, the analysis 
in Chapter IV (Table IV. 14) provides some tentative evidence. When 
detailed inspection processes are approximated, potential claims rates 
for the S, SM, and SMA programs decrease from cursory inspection levels 
by 28 to 40 percent in the FHA sample, and by 40 to 49 percent in the 



also be expected in claims processing costs which to some degree a: 
traded off against inspection costs. 

In addition to the design problems of specifying the role < 
level of inspections which should be included in an HIW program, t] 
are a number of program implementation questions concerning inspec 
which must be addressed. A point which was -made repeatedly during 
cussions with leaders of existing warranty programs is that the pr; 
inspection-oriented programs, as currently structured, require ver: 
detailed inspections performed by professionals who are highly tra: 
in the area of home repairs. The implication is that a government- 
program modeled after this segment of the industry would find it n< 
to obtain the services of a large number of such professionals and 
monitor their work very carefully. In particular, it should be noi 
that most of the personnel who are cuSrrently employed in appraisin( 
FHA houses might not be able to perform this inspection function w; 
a good deal of additional training. The reason for this is simply 
these individuals are, by the nature of their current cork, princij 
appraisers, not home repair experts. While it was assumed for the 
of the analysis in Chapter V that FHA appraisal procedures could b< 
modified to include detailed inspection at a relatively modest mar< 
cost, it is not certain that this would be the case. As indicated 
the sensitivity analysis (Table V.IO), altering this assumption wo^ 
increase breakeven prices. 


FHA appraisers. Indeed, such appraisers could almost certainly pro- 
vide the type of quick inspection which is usually associated with 
the service contract warranty. To the extent that a federal program 
differed from the inspection-oriented programs by taking a more purely 
insurance' perspective in which the reimbursement of unanticipated 
expenses rather than the disclosure aspects of a detailed inspection 
was of primary importance, the use of FHA personnel with limited addi- 
tional training also might be feasible. 

The design and implementation of the inspection process is one 
of the most critical problems in designing an HIW program. Under 
a voluntary program, the trade-off between effective* inspections and 
minimizing claims rates assumes even greater importance with the 
increased potential for adverse selection. The capacity to find, 
train, and supervise qualified inspectors is likely to be a short- 
run implementation problem of substantial proportion, 

C. IMPACT OF A PUBLIC PROGRAM 

A new public HIW program is likely to have an effect on both 
the existing private HIW industry and on the FHA insurance program. 
Although it is not possible to fully predict the. impact of a public HIW 
program, a number of possible impacts can be identified. These are 
discussed below. 


— Representatives of St, Paul* Home Protection Program, the only 
firm which currently adopts this perspective, have seriously considered 
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relatively small, accounting for only about 7 percent of the total 
market for existing homes. Hence, even if FHA homes were proportior 
ately represented in the overall inspection-warranty market, the los 
of this business would result in only a relatively modest decrease i 
total contracts written by these companies. This impact may be ever 
further lessened by the fact that FHA homes currently appear to be i 
represented in the private HIW market. Representatives of both type 
existing companies reported that they did not in general have any wc 
of knowing whether the homes which they were covering had FHA mortge 
They believed, however, that the share of FHA homes in their total 
volime is probably not proportional to the share of the FHA market i 
the overall existing housing market. 

The existence of a public HIW program limited to the FHA 
sector could have some positive effects on the private HIW firms as 
well. A successful program limited to the FHA sector could increas€ 


Given the uncertainty of conducting business in a new indu 
and the higher risks (i.e., claims rates) in the FHA sector, this un 
representation is understandable. Representatives of the inspection 
firms also suggested that FHA owners may tend not to purchase the pr 
inspection service because they are under the impression that the FH 
appraisal process includes an adequate inspection. No such tendency 
noted, however, in the Demand Survey (see Chapter III, Table III. 8). 
should also be noted that no statistically significant difference in 
number of families reporting prior experience with warranties was no 
between the FHA and non-FHA samples in the Demand Survey (see Append 
Table D.17). This apparent discrepancy between the survey data and 
impressions of the firm could easily be the result of sampling erroi 
the data. 


the visibility of HIW programs to non-FHA buyers, to sellers, and to rea 
estate agents. As noted earlier, low levels of consumer awareness in 
general and real estate agent resistance in particular appear to be majo 
constraints on the growth of the inspection-oriented firms. 

A further stimulus to the growth of the private firms might also 
occur, depending on the details of the inspection process. The difficul 
of implementing and maintaining a network of trained inspectors within 
the FHA area office structure may suggest the use of a combination of 
public and private resources in implementing an HIW program. In parti- 
cular, inspections could be provided by existing firms under contractual 
arrangements, with claims processing and payment activities remaining 
under the FHA organization. Use of this procedure, which would be 
similar to one sometimes used to perform the appraisal function under 
the current FHA program, would of course substantially increase the 
market potential of the private inspection industry. 

The effects on the private market of a program available to the 
non-FHA sector would in all likelihood be much greater. There is a sub 
stantial possibility that a government program available to the non-FHA 
sector of the market would slow or perhaps even halt the current rapid 
growth of the private firms in this industry. The principal reason for 
this effect is that the government breakeven price would probably be 
lower than that of the private firms in the market. In the case of 
voluntary SM-1 coverage open to both sectors, for instance, the esti- 


likely that a government plan open to non-FHA home purchasers could 
significantly undercut the market for privately provided HIW services. 

2. Effects of a Mandatory HIW Program on Demand for FHA Insurance 

Mandatory participation would extend HIW coverage to all FHA- 
insured homeowners but would impact on the size of the FHA insurance 
program by deterring some prospective home buyers, who might otherwise 
participate, from applying for an FHA mortgage. A measure of how wide- 
spread such a deterrent effect might be was obtained in the FHA sample of 
the Demand Survey by asking respondents whether they would have applied 
for their FHA mortgage if they had been required to buy a detailed 
inspection and one-year warranty on the main structure of their house, 
at a cost of $200. 


— There appear to be several reasons for the differences in 
prices between the public and private sectors. One of these is the fact 
that it has been assumed that the government would not engage in active 
marketing of the program. Ongoing marketing expenses are a significant 
share of the total costs of many private firms. Second, private market 
prices include returns to the capital which the private sector has 
invested in developing the market for HIW services, as well as 
returns to the risk inherent in attempting to develop a new industry. 

No such return would be necessary in the public sector, since the govern- 
ment would be implicitly assuming the risk that the program would turn out 
ultimately not to be successful and therefore have to be abandoned. Yet 
a third factor accounting for the differences in prices is that the 
government is able to be self-insuring and therefore would be able to avoid 
the substantial costs which some HIW companies bear in purchasing liability 
insurance and — in the case of some inspection HIW firms — in purchasing 
underwriting services to protect their customers in the event they should 
become insolvent. 



a source other than FHA (about 60 percent of the FHA sample) , 21 percent 
said they would not have applied for an FHA mortgage if an inspection- 
warranty had been a mandatory requirement. This is 13 percent of the 
total FHA sample, which provides an estimate of the extent to which a man- 
datory program would reduce the size o.f the FHA mortgage insurance market. 

Those who reported that they could not have obtained a mortgage 

from ciny source other than FHA presimably would have had no choice but 
to conform to the mandatory requirements. Even so, it is pertinent to 

note that among this group, 21 percent also said they would not have 
applied for an FHA mortgage. This suggests that if HIW coverage had been 
mandatory, some of these home buyers might have redoubled their efforts 
to seek another mortgage source. 

The estimated 13 percent decline in the FHA market may be an 
underestimate in the decline which would actually occur under a mandatory 
HIW program, since it does not reflect possible resistance to such a pro- 
vision from the sellers, lenders, and real estate agents involved in the 
transaction. To the extent that an HIW program with its accompanying 
home inspection increased closing costs or created delays, the attractive- 
ness of the FHA program would be likely to decrease. 





